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ON 


PREFACE 


Some years ago, I undertook to build up at Leland Stan- 
ford Junior University a professional course of study suited to 
those who sought to become professional public accountants. 
Early in that’ task, the related problem of making the work of 
the professional accountant more fully intelligible to those in 
other branches of learning suggested itself. Both my previous 
training and interest in economics and the free, but somewhat 
indiscriminating, use of accountants’ statistics that econo- 
mists were then making led me to undertake a comprehensive 
‘study of accounting theory and practice from the point of view 
of the professional student of economics. This book reports a 
major part of the results of that study. 

For reasons that must be obvious to the reader, the matter 
reported here relates to the theory and practice of professional 
public accountants. I make no pretense that the general state- 
ments made herein are applicable to the work of the private 
or resident staff accountants and bookkeepers of individual en- 
terprises. To make a scientific study of this latter class of 
work is a task for a great field-research staff rather than for an 
individual. 

A. survey of the secondary literature of accounting soon 
made it plain to me that I must resort to source materials on 
all material points. The texts, of course, abound with state- 
ments that are both true and significant, but they also abound 
with statements about the intentions of accountants in adopt- 
ing particular procedures. The writers do not agree about 
these intentions, nor are the systems of intentions declared 
notable for self-consistency. At best, intentions are a rela- 
tively unimportant matter; it is the statistical effects of a pro- 
cedure that are significant. Intentions are private. Another 
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man’s intentions must remain largely a matter of conjecture. 
Statistical effects, on the other hand, are open to the world. 
This book attempts the task of pointing out the economic sig- 
nificance of certain of these statistical effects. 

My chief reliance has been placed upon actual specimens of 
accountants’ work whether published or privately circulated. 
Many thousands of these have been examined. Care has been 
taken to obtain statements prepared for a broad diversification 
of enterprise classes and industries. The minutest attention 
has been given to the language of the certificates attached to 
the statements. But, obviously, only a sample could be dealt 
with—no one can review all practice. I do not suppose that 
errors of omission have been wholly avoided nor that all ob- 
servations have been accurately interpreted. 

I owe a debt of gratitude to the text writers much greater 
than that implied in footnote citations. This is especially true 
of the writings of Cole, Hatfield, McKinsey, Montgomery, 
Paton, Stevenson, and Sprague. It is true in lesser degree 
only of a host of other authors of books and papers. I owe a 
still greater debt to former students. It is difficult for me to 
estimate, and wholly impossible for me to express, the grati- 
tude I feel to them both for stimulus and for positive contri- 
butions to my ideas. To Professor Irving Fisher and to Doc- 
tor Royal Meeker I owe thanks for valuable critical notes and 
helpful comment on the manuscript of Chapter VIII. I need 
not declare my obligation to Professor Fisher for the influence 
of his writings upon my thought—that obligation appears 
throughout the whole book. My colleagues, Miss Margaret 
Milliken and Mr. Carl B. Robbins, have given me the benefit of 
critical readings and constructive comment on the entire manu- 
script. To my wife, most of all, I am indebted both for en- 
couragement in the underlying study and for assistance in the 
writing of the book. 

Joun B. CANNING 
Leland Stanford Junior University, 
September 10, 1920. 
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THE ECONOMICS OF 
ACCOUNTANCY 


CHA PERI 


THE ACADEMIC STATUS OF ACCOUNTING 


Accountancy is an infant in the academic family. Though 
the trade of keeping books is some centuries old, and though 
there has been a practicing profession of public accountants for 
some three-quarters of a century, the subject made only spo- 
radic appearances in the curricula of American colleges and 
universities until two decades or so ago. But during this brief 
period few collegiate subjects have shown so great a gain in 
units of instruction offered, numbers of teaching staff, and 
numbers of students enrolled in courses of study. 

It was not to be expected that the quality of instruction and 
writing should keep pace with the increasing quantity of work 
offered. The rapid rise of the study made it necessary to re- 
cruit the earlier teaching staff largely from those who had had 
no academic training in their subject. The earlier college texts, 
too, were largely manuals of procedure written rather for the 
bookkeeper and the ambitious junior clerk than for the college 
student. Nor can it be said that this beginning is a matter of 
the past; for the early patterns are all too plain in the annual 
product of those writing today. With the exception of a few 
notable books, the emphasis is still heavily upon procedure 
rather than upon systematic analysis; and even that which pur- 
ports to be analysis of the problems of enterprise is often no 
more than a crude dismembering of enterprise operations. 
Forms of reports are discussed as though they were end- 
products rather than summaries of evidence upon which de- 
cisions of policy were to be based. 
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The Economists’ Dependence upon Accountants 


There seems to be a popular impression that accountancy is 
a branch of economics. Without materially enlarging the 
usually expressed scope of economics, this impression might be 
difficult to justify. Fortunately, little or nothing depends on 
the decision. What does matter and what is becoming increas- 
ingly plain is that economists are making a larger and larger 
use of the accountant’s reports in their investigations. Eco- 
nomics, to be sure, has fostered accountancy from its academic 
advent, but the foster parent has been more influenced by the 
new relation than has the adopted child. The parent is far 
from understanding the child, and the latter is often bewildered 
by the interpretation placed upon its doings. 

Let it be understood, though, that nothing said here is 
intended to belittle the progress made in accounting by its prac- 
titioners, particularly in the last quarter-century, in their at- 
tempt to build up a learned profession. Few groups of men 
in a common calling can show a better record of increasingly 
valuable public service. What is really intended to be said is 
that any public calling that has been changing so rapidly for the 
better can hardly be thought to have attained its majority. It 
_ will seldom be necessary, if at all, in the study that is to follow, 
to point to a serious shortcoming of the modern theory and 
practice of accounts that does not already show some signs of 
self-betterment. 

When characteristic misreadings and misunderstandings of 
the accountant’s work are charged to the economists, no lack of 
diligence will be implied. The form of the literature of accounts 
makes much of the real meaning of reports inaccessible to all 
except those who have had occasion to make a much more ex- 
tended study of accounting than most economists can afford to 
make. 


The Nature and Purpose of This Study.—It requires no 
little temerity to undertake a brief critical analysis of the prin- 
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cipal concepts and operations of the accountant from the point 
of view of the economist. The state of flux of accounting 
itself and the great lack of uniformity, largely resulting from 
the rapid changes of practice, make it difficult to determine just 
what accountants do and do not: do. Whatever measure of 
success is momentarily achieved in introducing one profession 
to the nature of the work of the other may, too, be quickly 
vitiated by the changes in theory and practice. Even in the 
course of preparing this study much of the earlier writing has 

“had to be scrapped because it no longer seemed worth ex- 
pressing in print. It is felt, however, that there is a sufficient 
body of practice nearly enough approaching uniformity and 
stability, and most certainly important enough to the economist 
(if only to prevent his misinterpretations of it), to warrant the 
attempt made here. 

The analysis to be made requires the giving of much space 
to the economist’s views of value and of valuation in enterprise 
relationships. To the extent that the two professions do work 
in a common field, each should be able to profit by the other’s 

* work. It is the aim of this study to make access to the result 
of the accountant’s work more convenient and more certain, 
and to bring to the accountant’s notice some o} the work of the 
economists that seems applicable to the problems of theory and 
practice with which the accountants are dealing. If it can be 
shown, incidentally, that certain branches of thought of both 
professions are, and must remain, barren, all concerned should 
be the gainers. This study was undertaken in the conviction 
that the two professions are far from realizing their possibili- 
ties of mutual assistance. This conviction has been deepened 

« as the study progressed. 

No attempt will be made to examine the whole of account- 
ing theory and practice, nor will economic theory, as an en- 
tirety, be considered. Only those fundamentals of accepted 
theory of accounts that are of major interest to the economist, 

« and only those portions of economic theory that are believed to 
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be most useful to the accountant, will be discussed. Differences 
of views between one school of economists and others, and 
differences to be found in the expression of accounting theory, 
interesting and important as they are, are not emphasized 
herein; the reconciliation of intra-professional schools is a 
large enough task to engage many. The present writer is 
interested in those zones in which the two professional fields 
have begun to coalesce. 


Diverse Origins of Economics and Accountancy 


Early Economics a Learned, Deductive Philosophy.— 
While no pretense will be made of finding the origin or of 
tracing the development of any concept, either of the economist 
or of the accountant, it may not be amiss in an analytical study 
to note briefly that differences of views and differences in 
terminology are to be expected from the different origins of 
the two literatures. The economists, from the time they began 
to show a group-consciousness, have always considered their 
subject to be a branch of social philosophy. They concerned 
themselves from the first with the phenomena of social prob- 
lems and gave little thought, in their early work, to the 
problems of the individual. Like their learned parent they 
sought to develop, from a body of (more or less) self-evident 
propositions about human behavior, entire systems of thought, 
and to develop their systems largely by deductive methods. 

The quasi-Euclidean mode cannot be counted a demerit in 
the early economists. The beginners had no such systematically 
harvested and stored fruits of investigation as are available to 
modern economists. And early economists, above all other 
academic groups, were influential in setting in motion and in 
staffing those information-gathering agencies that serve their 
present successors. Nevertheless, the pattern of the earlier 
writings has often been developed to a fault. All too often that 
which might properly have been treated as a hypothesis only 
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has been unquestioningly assumed to have an existence in fact; 
and large portions of systems of theory have been based upon 
unsubstantial footings. Many instances are to be found, too, in 
which economists writing recently have continued to urge rem- 
edies for real problems when their conclusions rested upon 
reasoning about the behavior of imaginary individuals in an 
assumed market condition. And this they have done despite 
the fact that it has become possible to investigate the actual 
conduct of real persons in an existing market. 

In the field of value, for example, certain propositions about 
the relations between cost and price hold true only when it is 
assumed that those in the market are possessed of certain in- 
formation about costs that they not only do not have, but that 
they can never possibly get. Whatever else may be the utility 
of refinements upon such propositions, there can be no hope of 
using them either causally to explain past prices or to forecast 
future prices. 

The lack of statistical information and statistical training 
and experience, too, may well have been responsible for many 
of the quasi-quantitative elements of economic theory. The 
notions of constant and variable costs and of production subject 
to conditions of constant, increasing, or decreasing cost are, as 
quantitative concepts, too coarse for practical analysis.* 


1 The often cited example of the telephone business as one subject to 
increasing costs may illustrate the point. If simultaneous observations are 
made both of large and of small telephone businesses with respect both to 
total enterprise cost for a specified period and to a mean number of local 
subscribers during the period, it may, indeed, be found that large costs per 
subscriber are associated with large companies and that small costs per sub- 
scriber are associated with small cencerns. But such an analysis is insuffi- 
cient to support the general proposition cited. Is the subscriber the most use- 
ful unit in terms of which to quote unit cost? The subscriber is certainly not 
a unit-of product; nor is the service bought by subscribers approximately 
identical as between those served by large and by small companies. It 
would be no matter for surprise if, upon defining an appropriate unit of 
service, the telephone business turned out to be a striking example of de- 
creasing cost. If costs per unit of service were plotted with the size of the 
company as the independent variable it would be still less surprising to find 
that the curve showed many marked changes of slope and many points of 
inflection. It may be true that no single operating enterprise has yet be- 
come large enough to show what the most economical size is. 
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Terminology of the Early Economists.—In the matter of 
terminology, it may well be supposed that the economists’ wish 
to influence public affairs through making their works avail- 
able to lay readers has led them to shun a systematic and pecu- 
liar terminology and to employ common words instead. 
Whether the immediate gains from the influence of economists 
upon the solution of specific problems have more than offset 
the hopeless confusion wrought by the multiple meanings as- 
signed to such words as capital, income, cost, property, etc., 
may well be doubted. But one of the effects of this confusion 
has been practically to conceal from the accountants the most 
fruitful suggestions that the economists have to offer them. 


Early Accountancy a Description of an Art.—Unlike the 
economists, who from their beginning have followed a learned 
profession, the early writers on accountancy were mostly with- 
out academic training. Their writings, at best, were merely 
descriptions of empirical practices of record keeping that had 
come to their notice or that they had devised for particular 
enterprises. Whether they were describing the long-known and 
employed double entry scheme or cruder practices, they made 
little showing of any systematic thought, though they were 
sticklers for unswerving adherence to the technical procedure 
shown. Like many another trade or occupational group, their 
dicta were amazingly positive and their argument as amazingly 
inconsequential. 

With the increase in the scale of enterprise operations came 
a need for an expansion of the record-keeping schemes and for 
the organization of a greater wealth of detail in the records. 
Briefer methods, labor-saving devices, specialized forms, etc., 
were produced to keep pace with expanding enterprises; and 
descriptions of these found their way into writings. With the 
rise of a specialized group of auditors, experiences began to be 
exchanged in association meetings and in journals. Certain 
procedures began to be standardized and fixed. Practices that 
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proved inconvenient or that visibly conduced to disaster were 
abandoned. But the work of the accountant and the writings 
on accounting, until very recently, proceeded by a sort of patch- 
work and tinkering. To be sure, the patching was often 
shrewdly planned and executed, but it was patchwork neverthe- 
less in the sense that there was little going back to fundamentals 
for a fresh start. No “schools” of accountants are recognized. 
The introduction of so-called accrual accounting and of cost 
accounting (the latter very recently) are, in this field, the most 
notable single steps made since the invention of double entry 
bookkeeping. 

Unlike the economists, the accountants have always had ac- 
cess to more facts (of a certain kind) than they knew what to 
do with. They were called upon to deal with that amazingly 
increasing mass of information about transactions, events, and 
changing relationships that is associated with the modern large- 
scale business enterprise. Moreover, that mass changed con- 
stantly in nature and content as the organization of enterprise 
changed. It is small matter for wonder that the accountant 
has never quite caught up. Business does not stand still to be 
analyzed, studied, and described. 


Terminology of Early Accountants.—In the matter of 
terminology the accountants, as well as the economists, have 
stuck closely to the common language. They, too, speak of 
capital, income, cost, property, etc.; and with more meanings 
for each of them than the economists can show.” On the whole, 
the accountants show less awareness of the confusion of 
multiple meanings than do the economists. One finds a rule of 
valuation of inventories at “cost or market whichever is the 
lesser,” asserted by writer after writer to be the prevailing 

* Whether or not they have more meanings in mind than the writers in 
economics is a matter of guessing. It only happens that the statistical pro- 
cedure followed in measuring a particular dimension like that of a “cost” 
often clearly indentifies the accountant’s meaning of the term, whereas the 


economist, whose language is commonly in more general terms, is harder to 
pin down to the precise inclusions and exclusions implied by his words. 
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rule in good practice. Compare the definitions of “‘cost’’ and 
of “market,” or the procedures whereby “cost” or “market,” 
say of partly manufactured goods, are measured by these same 
writers, and at once it is found that instead of one prevailing 
rule, there is in reality a myriad of diverse rules. Examine 
the reasons assigned for the “rule” atid note the procedure to 
be followed, and not only endless diversity appears, but also 
endless, though minor, inconsistency. 


Need for Interpretation.—But the character of the public 
problems which concern the economist is often such that their 
solution cannot be sensibly attempted without a great deal of 
information that the accountant can give better than any other. 
And the interdependence of enterprises for their financial secur- 
ity and advantage is nowadays so great that the accountant who 
wishes to make the most valuable of reports to his client must 
turn to the economist, among others, for assistance. Neither 
profession will deny mutual usefulness, but it is very much to 
be doubted that either appreciates how very little it knows about 
the work of the other. 

There is no need even to list the public problems with which 
economists are unable to deal intelligently without the account- 
ant’s help. Any student of public affairs could make a formid- 
able schedule upon demand. Nor is there need to list the ways 
in which the economist may be of use to the accountant. Such 
a list would probably appear less striking, but would neverthe- 
less be more fundamental. 


At ole ie lL 
THE NATURE OF ASSETS 


The Fundamental Equation of Accounts 

All economists are familiar with the expression, “‘assets less 
liabilities equals proprietorship.” This, stated in one form or 
another, is what the accountants call the fundamental equation 
of accounts. But, for want of carefully.formulated definitions 
of the terms of the equation, the economist, among others, 
frequently fails to grasp the whole of the meaning of the ex- 
pression. Nor without more prolonged study of accounting 
practice than the economist can usually afford to make is it 
possible for him to obtain that grasp of its meaning that he 
needs for the proper interpretation of the accountant’s reports. 

It hardly needs to be said that the expression is verbally 
incomplete; for if ‘assets’ are different from “liabilities”’ one 
cannot be subtracted from the other. A common measurement 
or the measurement of a common character, viz., a sum of the 
money valuations of each of the three terms is, of course, 
meant. But that hardly suffices. Is the expression one of 
equivalence or one of identity? That is, does one mean that 
the sum of the asset valuations 7s equal to the sum of the liabil- 
ity valuations plus the sum of the proprietorship valuations, or 
that the sum of the asset valuations is the sum of the other two 
quantities? It makes a very real and important difference 
which is meant. Is each of the sums representing the terms 
independently determinable, or must one (or more) of the sums 
be derived from a preceding sum (or sums) ? 

What is the nature of the items to be measured under the 
head of each term? Obviously the significance of any quantity 
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found by whatever mode of measuring must be dependent upon 
the nature of the things measured. What is included within the 
term ‘‘assets’’? Is the nature of assets such that the proper 
measures of the assets of each and every individual may be 
added together to find what might be called the measure of 
society's assets ? ; 

To say that only money valuations of the three terms is 
meant does not put one far on.the way to interpreting an aggre- 
gate of the measures. It is obvious that some money valua- 
tions may be matters of fact. The money valuation of one’s 
money assets can be got by counting in terms of the standard 
unit, but the money value of a yearling colt must be a matter 
of opinion; and any quantity assigned must be found by some 
rule (whether formulated or not) of valuation procedure. But 
if the rule of procedure followed in the valuation of one kind 
of asset is different from those followed in valuing other kinds, 
what meaning can be assigned to a sum of these valuations ? 


Meaning of the Term “Assets.”—The true nature of the 
so-called equation may, perhaps, better be considered after the 
terms in it have been discussed. The present chapter will 
undertake only to give an exposition of the meaning of the first 
term, “assets.” The nature of the measures of value that 
accountants apply to assets, though occasionally referred to for 
convenience, will not be systematically discussed until later. 
Having shown the expressed and implied meanings of those 
things which accountants systematically treat as assets, con- 
sideration will be given in Chapter III to the adequacy and 
convenience of the meanings. Perhaps the most difficult task 
of all will be to show the nature of those items often listed un- 
der the general caption of assets in the accountant’s reports that 
are not generally considered by accountants to be assets at all. 


Accountant’s Definitions of the Term.—What does the 
accountant mean by the term “assets”? One who seeks an 
answer by searching the texts on accounting for formal defini- 
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tions will first be surprised that many, perhaps most, of the 
writers offer none at all. Or he may find that what purports 
to be a definition confuses the nature of the thing with the 
measurement of it. He will not need to search far before he 
will find that the definitions given are confusingly diverse. If 
he tests an author’s own use of the term, he will, in general, 
have no difficulty at all in finding things treated as assets that 
do not satisfy, the definition given. Nor will he have difficulty 
in finding that many things literally within the formal definition 
fail to appear in the asset accounts and statements. The col- 
lecting of an extensive, not to say exhaustive, set of definitions 
does not repay the scissor-work. 

Just why such a condition exists must remain a matter of 
conjecture. Possibly as good a guess as any is that the writers 
have either supposed that the readers knew the meaning of the 
term already, or else that all cases requiring a decision as to 
whether or not a thing is an asset are either easy to decide or 
else are trivial. 

Whatever may be the cause of the deficiencies of the formal 
definitions, we have other resources; it is possible to read ex- 
tensively to find the nature of those things treated as assets by 
the writers and by the practitioners. Here again the diversity 
appears—and in manifestations more difficult to detect— 
though, on the whole, probably in lesser extent and significance. 
What passes for reputable practice among public accountants 
is more nearly in accord as to just what may and what may not 
be included in assets than is the currently written theory. And 
it is more from observed practice than from the text writers 
that a meaning for this term is intended to be built up. Ref- 

1 It is noted in advance that this method will be followed in connection with 
other fundamental terms. First, a set of attributes of the thing, or criteria 
whereby it may be identified, will be scheduled and illustrated. Discrimina- 
tion between those characteristics which the logician calls accidents and 
those which he calls essential or distinguishing features will be attempted. 
And finally some constructive criticism of the practitioner’s definition will 
be offered. Obviously nothing that appears here purports to be a final and 


authoritative statement of practice, since no one can review all practice; nor 
is any final word meant to be said on what ought, ideally, to be the meaning 
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erence will be made to the text writers only in those instances 
in which they, too, are describing practice. 


The Attributes of an Asset 


Services (Income) to Which There Is an Enforceable 
Right.—Neither the corporeal existence of a material object 
nor anything necessarily associated with that existence suffices 
to make the object an asset. Not all assets are even associated 
with specific objects in any immediate or proximate sense. 
What is essential is that there must be some anticipated, identi- 
fiable, separate (or separable) services (or income)?” to be had 
by a proprietor as a matter of legal or equitable right, from 
some person or object, though not necessarily from an ascer- 
tainable person (s) or object(s). One speaks of a motor truck 
owned by a corporation and operated in its enterprise as an 
asset of the company. But neither the legal title in the object 
nor the existence of the object, nor the two together, consti- 
tutes the asset. That which is fundamental is that certain 
anticipated services of the truck will inure to the benefit of the 
corporation. Note that it is not the whole of the possible 
services of the truck, nor even all those services that could be 
rendered by it with maximum economy to society, but only 
those services which the company can advantageously obtain 
from it in the course of its operation in their enterprise. 

The situs of legal title is not determining. Suppose the 
company to have procured the truck under a hire-purchase 
contract (not yet wholly performed by the company), in which 
it is specifically agreed that title shall remain in the vendor so 
of the terms defined. Only that practical usage from which reputable usage 
departs by a minimum, a representative usage, is described. And only those 
changes in usage and practice that seem to be matters of. real importance 
will be put forward. 

° The term “income” is used in this, and in the three succeeding chapters, 
in the sense in which it is employed by Professor Irving Fisher in his 
“Nature of Capital and Income,” i.e., interchangeably with ‘‘services” no 
matter what the form or nature of the particular service. “Income,” so far 


as I am aware, has never been given so broad a meaning by any writer on 
accounting. 


THE NATURE OF-ASSETS 15 


long as any of the severable portions of the contract remain 
unperformed by the vendee. So long as the vendee continues 
to perform according to the tenor of the agreement, no public 
accountant will hesitate to list the truck as an asset of the 
vendee nor to list the notes (or other form of promise to pay) 
as the vendor’s asset.® 

Both in the case of the vendee and of the vendor the privi- 
leged special service anticipated is the essence of the asset. It 
cannot be said of all assets that the source of the service is the 
asset. To distinguish between the source and the services from 
that source would be, for some items (indeed, for most), to 
split hairs, both practically and logically. But the source of 
the service to the holder of a negotiable note receivable, for 
example, may be either the person primarily liable, intermediate 
parties secondarily liable, or unascertained transferees, whether 
by full negotiation or by assignment “without recourse” and/or 
“without warranty,” or it may be some person who “pays for 
honor.”’ Obviously some source must be anticipated; but no 
particular or ascertained source, nor even an unconditional 
source is requisite. It is not the source that is the note holder’s 
asset; nor is it the thing (or person) that will prove to be the 
source that is valued. It is the anticipated service, the payment 
of money at some future time, that is valued and that is funda- 
mental to the existence of the asset. 


“Assets” and “Sources of Service.”—This fastening upon 
the service as the essential attribute rather than upon the source 
(whether ascertained or not) may seem to the economist to 
make “assets” an awkward or incomplete or unfruitful concept. 
This must be true particularly of those who are in accord with 
Professor Fisher’s analysis of wealth, property, capital, and 
income. Indeed, for the economist in the whole of his general 
field it might not be a wholly satisfactory notion. For the 


° The careful accountant will, of course, show in his statements and in 
his report what the full status of the parties is. 
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economist is interested in all sources from which scarce services 
may be had with advantage no matter to whom the benefits of 
the services run; and he is equally interested in all scarce 
services no matter from what sources the ‘services proceed 
either immediately or ultimately. But the accountant’s work 
lies within the domain of particular entérprises. What services 
proceed from a given source other than those that are to be 
availed of in the enterprise is not his concern. Income, not 
capital in the physical or material sense, is the chief concern of 
the accountant. He does not engage in making summations 
either of social capital or of social income, nor is it a part of 
his primary duty to supply statistics from which others may 
conveniently do so. 

The danger of error in employing asset summations beyond 
their intended usefulness and of confusing “assets” with 
“sources of service” may be indicated by two illustrations. 
Take the case of the nurseryman who discovers among his ex- 
perimental seedlings a variety of peach of superior shipping 
qualities that is otherwise as desirable, both to orchardists and 
to consumers, as any competing variety. The nurseryman, as 
is well known, cannot hope to appropriate more than a minute 
portion of the total new and better services that his seedling 
makes possible. Very quickly after he puts grafted stock or 
grafting stock upon the market his special advantage will be 
gone. The orchardists, too, who plant new stock of this kind 
or graft it upon aged trees will quickly lose much of their 
special advantage. Despite the very great social benefit to be 
had, no one’s balance sheets will be greatly altered, nor will 
any aggregate of balance sheets incorporate explicitly or im- 
plicitly a measure of the total services proceeding either from 
this seedling as an ultimate source or from all the,stock derived 
from it as intermediate sources. The services from sources 
are appropriable by the owners of the sources to only a very 
limited extent. 

On the other hand, the services that can be appropriated by 
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a particular proprietor to his great personal advantage may add 
little or nothing to the aggregate of services available to so- 
ciety. The aggregate influence of gold mining upon enterprise 
balance sheets is not limited to those of the mining companies— 
all balance sheets respond to it to the extent that the purchasing 
power of money is depressed. Even if we could deflate all 
balance sheet valuations to a fixed purchasing power standard, 
a growth in.the valuation of assets employed in gold mining 
would have a very different significance to society from the like 
growth in copper and iron mining. And this would be true 
even though we limited the comparisons to sources, i.e., physi- 
cal agencies that are employed in all three types of mining. 
The accountant’s interest is in services the beneficial interests 
in which can be appropriated in enterprises. The economist, 
in taking stock, is interested in sources capable of rendering 
services to persons in general, whether directly or indirectly. 


“Redressable Rights” and “Expectancies.”—In current 
accounting practice it is clear enough that the rights, to be suffi- 
cient for the asset relationship, must be legal and/or equitable 
and not mere “moral rights” or pure expectancies. If B has 
named A as his beneficiary in a life insurance contract, wherein 
B has specifically retained the right to substitute another for A 
without A’s assent, A has no asset that accountants will recog- 
nize so long as B lives and does not cancel the reservation. No 
weight of moral duty of B to A is sufficient to replace a right 
redressable in court. 

Moreover, the rights must be enforceable. If the rights 
persist after the remedy is withdrawn, the asset is gone. In- 
stances of this kind are common. If X has been discharged 
in bankruptcy leaving his creditor Y with an unpaid deficiency, 
Y has no asset. But a discharge in bankruptcy does not destroy 
the debtor-creditor relation; it merely arrests the creditor’s re- 
sort to judicial remedy; the debtor has become, during his 
pleasure, immune to suit. But if, after the discharge, X 
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promises to pay Y, the latter can sue upon the old debt whether 
any new consideration moving to X can be shown or not.‘ 
Upon B’s promise to pay the deficiency upon the old debt, an 
accountant would set up the asset again. ; 


Executory Contracts Wholly Unperformed.—But not all 
enforceable rights to receive income are treated as assets by 
the accountants. If with the receipt of each increment of a 
service there is a concurrent and equivalent obligation to render 
an offsetting service, accountants omit the receivable income 
from the list of assets. Thus, if A has contracted for a year 
for the use of a building, rental to be paid in equal monthly 
payments on the last day of each month, no asset will ever 
appear on A’s books unless he voluntarily pays in advance of a 
maturity.” And the only asset that will ever appear on B’s 
books, with respect to this contract, will be the amount 
“earned,” but not yet paid by A. If B has contracted to make 
goods and deliver them to A, and if no goods have been de- 
livered and no payments made, there is no asset arising from 
this contract on the books of either A or B, nor is there any 
liability shown by either. 

If the services to be received under contracts executory on 
both sides were always completely offset, both in time of ex- 
change and in amount of value, by the services to be rendered, 
perhaps no inconvenience would be worked by the exclusion of 
such incomes from the category of assets. But little observa- 
tion is required to show that this equality is often absent. B 

“Brandenburg on Bankruptcy, 4th ed., Sec. 1538. 

° Some accountants may take issue with the statement just made. They 
may say that a part of A’s payments may be capitalized in the form of a 
rental cost of an inventory of manufactured goods on hand. But this in- 
ventory is a different asset; it depends, for its recognition, upon a wholly 
separate set of rights, and for its valuation, upon the benefits assured by 
those rights. No matter what the internal cost procedure of the books 
kept, a professional accountant would never set up a positive value for an 
inventory item if it will command no price. The building’s past service is 
not capitalized. The cost of the building’s service may be a term in the 


formula for valuing a different set of services, viz., those to be performed 
by the inventory. 
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may earlier have contracted to furnish goods to A in a period 
following A’s balance sheet date at prices considerably below 
the current market. To exclude from A’s assets such a re- 
source as this is to make his balance sheet show a financial 
position less favorable than that which exists. On the other 
hand, the exclusion of all effect of this contract from B’s 
balance sheet allows him to make an unduly favorable showing. 
The importance of contracts of this kind, a mode of valuing 
them, and a discussion of the desirability of giving effect to 
them in the balance sheet will be taken up in the chapters deal- 
ing with asset valuation. 


Unequal Part Performance on Executory Contracts.—It 
may not be amiss here to distinguish the class of contracts just 
discussed from the class under which one party has performed 
in larger proportion than the other. Thus, if A has paid some- 
thing on account for goods not yet transferred to him, ac- 
countants do not hesitate to show an asset of A. Or if B, 
having a lease on a building with ten years to run at $12,000 
annual rental, should sell his rights under the lease to A for 
$10,000, A to pay the remaining rentals to the owner, the 
accountants recognize an asset of A. 


“Assets” an Economic Concept.—The economist will be 
quick to note that the fundamental test for determining whether 
a thing is or is not an asset is economic rather than legal. No 
set of legal or equitable rights, however complete, is enough 
to bring an asset into existence. The desirable service, the in- 
come, is the primary element. The accountant appears to in- 
clude or to exclude incomes according to whether there is a 
legal or equitable right to them. But the exclusion of those 
services not specially secured by redressable right is rather on 
the statistical ground of difficulty of valuation than on the 
ground that a legal right is inherently necessary. The ac- 
countant does not hesitate to set out in an audit report any 
specially favorable circumstance not amounting to enforceable 
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tights to a prospective income (so long as it appears probable) 
that he finds in the course of an audit. But to include in the 
statements, e.g., the balance sheet, mere expectancies, would be 
to introduce items the value of which is htghly speculative 
among items the value of which can be measured with muck 
greater reliability. Instances may be found, to be sure, of mere 
expectancies the value of which can be more precisely deter- 
mined than can that of some legally protected prospects of 
income. But these are rare; and probably it is better for all 
concerned that the accountant exclude them from his statements 
and so avoid that more serious difficulty of determining how 
remote an expectancy must be to be excluded entirely. 

Not all services in prospect are admitted to the category 
of assets. Since a possible service, if it eventuates, will have 
the same effect in the enterprise as though it had been legally 
assured, we can say of any summation of assets that it is, at 
best, a summation of a sample and that it should be considered 
as an index to future services rather than as a measurement of 
the whole of such services. Supposing an equal likelihood of 
undervaluing br of overvaluing assets by any given amount, 
the summation of all future services should be greater than the 
summation of the assets. In general, of course, the sample 
measured, the assets, constitutes the very great preponderance 
of all prospective services. But we shall see when valuation of 
goodwill is taken up for discussion, that the omissions do have 
importance in some cases. 


The Income Must Be Convertible into Money.—One may 
have an enforceable right to the services of a thing or of a 
person and have no asset. A money valuation is made neces- 
sary by the nature of the equation in which assets is one term. 
Services valuable in other than a monetary unit, but not in 
money, are therefore excluded. But a mere equivalence, ex- 
pressed by the owner of a service, between the importance to 
him of (1) the service in question and of (2) the services of 
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a sum of money in hand, is not enough. The service must 
either be itself a money income or it must have a money income 
consequence. It must be commutable or convertible into 
money. ‘Thus, a life insurance policy paid for by A upon his 
own life is not an asset of A if the beneficial interest in the 
policy runs absolutely to B, even though B may be a donee 
beneficiary. The policy may procure a real service to A, that 
of providing for the security of B in the event of A’s premature 
death. Moreover, that service to A not only can be, but actually 
has been, valued in money by A. But since no money income 
running to A can result from the contract, A has no asset. 

It is often said, carelessly, that only things exchangeable for 
money are assets. If by this is meant “conceivably exchange- 
able” or “legally exchangeable,” the qualification is obviously 
of little value in limiting the asset category. If, on the other 
hand, what is meant is “probably exchangeable” or “directly 
exchangeable,’’ many items usually (and usefully) treated as 
assets would be left out. Thus many materials of manufacture 
are, at certain stages of process, of no value to anyone except 
those holding the entire assembly of operating assets of the 
enterprise. It is not the molten metal but the steel-making 
enterprise in operation, that can be exchanged. But there is 
much utility in treating the hot metal as an asset (convertible 
into money—though perhaps only through a long series of 
operations). Moreover, there are many probable and possible 
money incomes not supported by legal or equitable rights that 
are exchangeable for money, but they are not treated as assets 
by the accountant. 

Sometimes it is said that to be an asset a thing must be 
“applicable to or subject to the payments of debts.’ ° If by this 
is meant “available to the owner for the satisfaction of his 
debts,” it is but another way of saying “convertible into 
money.” But if it means “available to the creditor,” then the 
whole list of items exempted by statutes from execution is 


° Kester, Accounting Theory and Practice, Vol. I, p. 14. 
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cut out.’ No useful purpose would be served by this exclusion, 
although, of course, the careful accountant may call attention 
to the immunities. 


Assets Defined 


In general, then, the professional accountant’s implied defi- 
nition may be said to be: “An asset is any future service in 
money or any future service convertible into money (except 
those services arising from contracts the two sides of which are 
proportionately unperformed) the beneficial interest in which 1s 
legally or equitably secured to some person or set of persons. 
Such a service is an asset only to that person or set of persons 
to whom it runs.” 

No definition substantially in this form is found in the 
literature. The nearest foreshadowing of it is to be found in 
Sprague’s “‘Philosophy of Accounts” (2d ed., p. 41), where he 
says of assets “they are a storage of service to be received.” 

If the matter in parenthesis were removed, the definition 
would be more useful to the economist, and probably to all 
concerned. Whether or not it is possible in practice to admit 
the excepted matter will be discussed later. 


Personal Assets and Enterprise Assets.—The definition 
set out above relates to accounting as between persons. Usually 
the accountant has to do with the affairs of an enterprise rather 
than with the concerns of a person or of an association of 
persons. If A, a sole trader operating a retail hardware estab- 
lishment, employs an accountant to make an audit, the latter, 
unless the contrary were expressed, would understand that it 
was the affairs of the business—not those of A in general— 
that were to be looked into. The balance sheet in the audit 
report would pay no attention to certain of A’s assets; only 

7 “Availability to creditors” applied as a test would exclude from the 
balance sheet of a municipal corporation all public buildings, parks, etc. 


Resort to the test of “What do accountants treat as assets” shows plainly 
that this possible meaning of Kester’s statement cannot be true. 
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those committed to the enterprise and those arising out of 
enterprise operations and not withdrawn by A would appear. 

If A has more than one enterprise, or is a member of more 
than one business firm, accounts will be kept and reports made 
separately for the enterprises. Nor could a simple aggregate 
of all the assets shown on the balance sheets of his separate 
enterprises be taken as a schedule of A’s enterprise assets. 
Suppose A does business under the name and style of the De 
Luxe Laundry and also as the Standby Garage, and that the 
garage has made a repair on one of the laundry trucks. The 
concurrent balance sheets would include this item as an ac- 
count receivable in the garage’s balance sheet and as an account 
payable in the laundry’s statement. Only in the event that a 
consolidation of the reports of A’s enterprises was asked for 
would all of A’s enterprise assets appear in one schedule.® 
With respect to A, as a person, neither the asset nor the lia- 
bility has a real existence. 

The convenience and advantages of reporting by single en- 
terprises are too obvious to require justification. On the other 
hand, one reading an enterprise statement should have the 
accountant’s procedure in mind. It is quite possible that an 
enterprise balance sheet—or, for that part, a consolidated bal- 
ance sheet of all the commonly-held enterprises—may show a 
large debt-free estate in the proprietor, who, as a person, may 
have debts far exceeding his assets. A sole trader’s balance 
sheet may show debts exceeding the assets, and yet the trader, 
as a person, may be financially secure. 

Since the established usage of accountants makes the term 
“assets,” used without qualification, mean “the assets devoted 
to the enterprise under consideration” rather than the assets of 
the person whose enterprise it is, the term will hereinafter be 
employed in the accountants’ sense unless the contrary is ex- 
pressed. 


*In what the accountant calls a consolidated balance sheet the foregoing 
paired asset and liability items would be eliminated. 


CHAPTER III 


ASSETS—DIFFICULTIES OF INTERPRETATION 


. 

The task of explaining the meaning of a term is not con- 
cluded by offering a definition. However good the definition 
may be, if the objects of defining are to enable the reader 
always to use the term correctly and to enable him to interpret 
the term properly when used by others, some care must be taken 
to resolve the chief difficulties of use. The writer foresees, 
possibly as clearly as any one, certain difficulties in employing 
the definition given in the preceding chapter. 

Four principal classes of difficulty are anticipated. These 
are: (1) misnamed items; (2) incompletely described or de- 
fined items; (3) the nature and confusing variety of “valua- 
tion accounts”; and (4) the nature and treatment of goodwill. 

Not uncommonly the accountant substitutes the name of a 
class or object of outlay for the class of service to be received. 
Thus one often sees in balance sheets items of “prepaid wages,” 
“prepaid rent,” etc. A wage cannot be an asset to the em- 
ployer, nor a rent to a tenant. But the labor services and the 
services of the rented object still to be rendered are clearly 
assets within the meaning of the definition given in the preced- 
ing chapter ; and supposedly, the services will be worth at least 
as much as they have cost. 


Incompletely Defined Items 


For the difficulties in reading the overcondensed balance 
sheet, there is no help. Nor can much help be given in the 
interpretation of items that occasionally carry too brief cap- 
tions. There is one series of captions, however, in the use of 
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which many otherwise excellent accountants are guilty of over- 
brevity. 


Fund Accounts.—Every one is familiar with the items 


“Sinking fund,” “Sinking, fund in the hands of trustees,” 
“Sinking fund cash,” “Bond sinking fund,” “Depreciation 


fund,” “Replacement funds,” ete. Accountants who stand well 
in their profession do not employ these terms unless there are 
real funds of aSsets segregated from those assets with which the 
enterprise is currently being carried on. But it is not always 
made clear whose asset the “fund’’ is; nor, even if it is the 
asset of the company publishing the balance sheet, is it always 
made clear what freedom the company has in the utilization of 
the asset. 

Suppose that an issue of bonds has been made under the 
terms of which the debtor has engaged to pay into the hands 
of a trustee acting for the bondholders certain increments of 
money at specified times. The trustee may be under a duty not 
only to conserve the fund, but to improve it by investment and 
to pay over the amount accumulated to the creditors upon 
maturity of the debt. In such a case the company exhibiting 
the sinking fund may have neither a legal nor an equitable 
title to the fund. Legally the fund is the trustees’, equitably it 
is the bondholders’. The debtor corporation can in no way 
enjoy the direct fruits of the fund. The amount of the fund 
merely evidences the extent to which the company has observed 
the conditions of a severable contract. The effect of the fund 
is rather to reduce the amount of an original debt than to swell 
the company’s resources. It shows that some liability, shown 
usually at its nominal or par value, can be wholly discharged 
by future payments smaller (by the amount of the fund) than 
the gross valuation at which the balance sheet exhibits the debt. 
That is to say, the amount of such a fund merely measures the 
excess of the stated liability over the present adverse valuation 
of it to the debtor. The meaning of such a “sinking fund’ in 


26 THE ECONOMICS OF ACCOUNTANCY 


the balance sheet of a solvent corporation could be made much 
clearer by a fuller caption or, better still, by exhibiting it as a 
deduction from the originally stated value of the liability. 

But not all “sinking funds” are of this type. Sometimes 
funds are voluntarily appropriated and invested to provide for 
the retirement of a debt. The contract creating the debt may 
impose no duty on the debtor to make instalment payments to 
a trustee. Nevertheless the debtor may appoint a trustee to 
hold and improve the fund and to pay the accumulated amount 
upon the trustor’s order. Obviously such a fund has a greatly 
different significance from that of one of the kind previously 
discussed. Funds of this second kind are sometimes provided 
for the retirement of redeemable stock issues. 

Intermediate between the “sinking funds’ of the kinds 
described is a third type. The corporation may engage, future 
surplus sufficing and public law permitting, to redeem a pre- 
ferred stock issue at holder’s option (or upon company’s call) 
at an agreed price at some future time or times. In the same 
agreement there may be a covenant requiring the company 
(again assuming no breach of public law to be necessary) to 
create a fund for stock redemption. That this is a different 
class of fund with a distinct significance is readily seen; for 
stockholders can never enforce such an agreement absolutely 
and at all events. But if, on the other hand, the company does 
prosper, and so long as it prospers, shareholders of the issue 
concerned can compel the reservation and segregation of such 
a fund. 

Enterprises engaged in the extractive industries, such as 
mining, oil production, etc., sometimes show ‘“‘depletion funds” 
in their balance sheets. These depletion funds, like the sinking 
funds discussed above, may be funds which the company, by 
contract, has engaged to maintain for the protection of credi- 
tors to whom the wasting asset has been pledged. Their 
amount may, therefore, represent the extent to which the 
diminishing value of a pledged, wasting asset has been made 
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good by money or other assets pledged with a trustee. Such 
funds may or may not be found associated with concurrent 
contractual, sinking funds. Like the “sinking fund” too, these 
funds are sometimes voluntarily created funds wholly at the 
disposal of the company, or they may be created under agree- 
ments of stock retirement contingent as to their enforceability 
upon the financial status of the enterprise. 

“Depreciation funds” and “replacement funds’? may be 
employed to describe as widely different things as are described 
by “depletion funds.” It may make a vast deal of difference 
whether the trustor may draw upon the fund at will or only 
when, and if, pledged assets subject to depreciation are re- 
placed by others acceptable to the trustee in lieu of those cast 
aside. It may make a difference whether the trustor must make 
deposits corresponding in amount to depreciation or may do 
so at his own election. 

Until accountants begin to describe these various funds 
more fully either on the balance sheet or in notes inseparable 
from it, or until they adopt a set of terms that, by established 
custom, separately designate the classes of fund, the reader of 
their statements should make independent inquiry about the 
status of the fund. 


Valuation Accounts 


The accountant often finds that a single valuation for a 
balance sheet item, whether an asset, liability, or element of 
proprietorship, gives too little information to be serviceable. 
Thus if an item merely exhibits 


IVA e yt ares cuts seas cts re i os) at enol eee em ake $150,000 


no one, limited to the balance sheet for his information, would 
know whether the machines were all brand new, or were all 
nearly worn out, or were of some intermediate age-distribution. 
Such an amount of machinery, if it is all new, implies low cash 
requirements for replacements in the next few years. On the 
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other hand, an item of old machinery, even though now worth 
$150,000, implies an early cash requirement for replacement; 
and how great a cash requirement could only be guessed at. 

\ But if the item reads 


Machinéty..a, a naieiet entane eect « $165,000 
Less reserve for depreciation......... 15,000 


a great deal more is told. 

The original cost, the probable cost of replacement, the 
amount of depreciation that has occurred, the present value, 
and the prospect of low cash requirements for replacements 
during the next few years are all told in a simple sum and 
difference. Accounts kept in the books and exhibited in the 
balance sheet in order to describe more adequately and to 
evaluate a major item are called “valuation accounts.” 

Certain valuation accounts, e.g., depreciation reserves, al- 
lowances for bad debts, etc., are nowadays so shown in the 
balance sheets of the best accountants as to make their nature 
and significance plain to any thoughtful reader. Unfortunately 
not all accountants have followed the leaders in this respect; 
nor have the leaders treated all valuation accounts systemati- 
cally. Just why a systematic treatment is not found cannot be 
ascertained as a matter of fact. Perhaps the best conjecture is 
that in accounting as in many other arts, practice anticipates 
theory; and the earlier attempts to generalize—to formulate 
theory—fall short of the simplest and most significant state- 
ment. Such items, wholly separate in origin as reserves for 
depreciation, discount on bonds issued, prepaid taxes on real 
estate, ‘suspense’ accounts, organization expenses, prepaid ad- 
vertising, experimental expense on patents applied for, ete., 
may, when originated in practice, have commended themselves 
to their inventors in some particular set of conditions. Others, 
finding like conditions, may have adopted items under like 
captions. ‘Through long usage each item has come to have a 


INTERPRETATION OF ASSETS 29 


fairly definite, separate, technical meaning. But that the whole 
multitude of such items, as they appear in the balance sheet, 
perform a common set of functions and no others seems some- 
how to have escaped attention. 

Valuation accounts may be set up either in connection with 
asset items, or with liability items, or with proprietary items. 
Any of these three classes of valuation accounts may contain 
accounts with,either credit balances or debit balances. Thus, 
we may find in the same statement a reserve for depreciation 
upon a building and an item of prepaid insurance upon the 
same asset. The one evidences a measure of decline in value 
since the building was originally valued; the other expresses 
an increased value during the currency of the insurance policy 
by reason of relief from the risk of loss by the peril insured 
against. We find on a debtor’s balance sheet with respect to 
one funded debt an item called “discount on bonds payable.” 
With respect to another debt we may find “premium on bonds 
payable.’ The first evidences the amount by which the so- 
called par of the issue exceeds the present (adverse) worth of 
the bonds priced to cost the debtor the rate effective against 
him in the original issue. The other, the premium, expresses 
the excess of the present (adverse) worth over par if the issue 
is priced to cost that rate implicit in the original sale price of 
the bonds. A “suspense account’’ may in fact represent a loss 
incurred “not yet charged off to profit and loss.”? A real 


+The keeping upon the books and the showing upon the balance sheet 
for some years of an item like “Suspense account,” or “Losses not yet charged 
to profit and loss,” has often been condemned. The critics see only that the 
lost asset is gone and that the proprietary interest is reduced. No carrying 
forward of the loss will avert it or minimize it. But if the item is fully 
described there is not only no serious objection to it, but there may be 
valuable information conveyed by it. Take the case of a young corporation 
that has amassed a surplus of $250,000 from profitable operations. Assume 
a loss of $200,000 from a casualty not possible to avert and not coverable 
by insurance. Publish a balance sheet immediately afterward showing a 
proprietary interest equal only to the par of the capital stock plus $50,000. 
The balance sheet is “true,” but it is far from expressing the “whole truth,” 
for the fact that the concern has been, and has a prospect of continuing to 
be, a profit earner beyond its dividend rate is suppressed. This fact of the 
past is of much greater significance for the future than is the fact that a 
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diminution in the proprietary interest has already happened; 
the accountant is reluctant to extinguish a surplus that has been 
earned and that would exist but for the loss. A “reserve for 
contingencies”’ that, at its creation, effects a‘diminution of sur- 
plus, often means that the directors or the accountant wish, for 
the sake of conservatism to express a risk-free valuation of 
surplus. They may have in mind no particular possible lia- 
bility, or no particular loss. The amount of such a reserve 
is purely arbitrary. 


Function of Valuation Accounts.—Both because the func- 
tion of these valuation accounts is often not understood, be- 
cause accountants disagree about the real nature of specific 
valuation accounts, and because, so far as the writer knows, no 
one has hitherto shown either how extensive this class of items 
is or that, in the balance sheet, they perform a single common 
function, he thinks it preferable here to risk a charge of over- 
emphasis and overfullness than to risk a failure of interpreta- 
tion. No pretense is made, however, of treating all valuation 
account items specifically. Only a fairly full illustration of the 
commoner types will be discussed. 


Organization Expense.—Consider the often-met item, “‘or- 
ganization expense.” Some accountants and writers on ac- 
counting assert that it is an asset; others treat it without 
comment as though it were an asset; still others rightly say 
casual calamity has been experienced. If instead of showing the suspense 


item among the assets, it were shown as a deduction from the proprietary 
account thus: 


Net Proprietorship: 


GapitaliS tocle vicars aca seat pera oho e rete ore or Neo av Ee $1 , C00 , 000 

Surplus from operations in excess of dividends....... $250,000 
essilosss(date bya (Calise) aaa neee er aieere re cnr eee 200 , 000 50,000 
$1,050,000 


no one can profess himself deceived, and all are more fully informed. Of 
course, one can have no patience with vague or misleading representations. . 
To leave grounds for misunderstanding of what has occurred is either 
stupid or shameful. 
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it is not an asset at all, but no one unconditionally denies the 
item a place in the balance sheet. To call such an item a “de- 
ferred charge’ suggests merely an intent to treat it as an 
expense in some future period; to call it a “prepaid expense’ 
merely raises the question of why it was incurred; the nature 
of the item is not implied by either general term. If, as is 
usually the case, the founders of the enterprise believed the 
form of organization adopted to be the best available in the cir- 
cumstances (including the special costs of acquiring the form), 
the expenditure is originally justified. 

As a result of the outlay certain assets have disappeared 
and their money value is gone, but the proprietary interest is 
not worth less by reason of the operation. Since no concurrent 
liability is affected, either the form of organization procured 
must itself be an asset, or the residual assets must be worth 
more to the proprietary interest under this form. That the 
former is not true is clear. A mere form renders no separate 
or separable services; it is not separately convertible into 
money ; it possesses, in fact, none of the attributes of an asset. 
To call it an asset is to say that what are called assets have no 
attribute in common that is peculiar to assets. That the assets 
remaining after the outlay may be more valuable to those 
beneficially interested in the proprietorship is not difficult to 
show. A locomotive is capable of performing the same set of 
services for a sole trader, a partnership, or a corporation. But 
if only a corporation is capable of acquiring the funds needed 
to build, equip, and operate a specific railway system on an 
optimum scale, it is obvious that the services of the locomotive, 
as well as those of all other items, may be more valuable to a 
corporation than they could be to an individual or to a firm. 

Since the enhancement in value of the assets is expected 
to be a continuing condition, it is statistically impossible, except 
by purely arbitrary division, to allocate any portion of the or- 
ganization expense to the assets existing at any one time (as 
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against those to be held in the future). The real meaning of 
the item, “organization expenses,” is, therefore, “this amount 
was paid to procure the adopted form of organization in the 
expectation that the services or assets to be utilized under it 
would be worth more to the proprietary interest (by at least the 
amount of the outlay) than they wotld otherwise be worth.” 
The discussion of revaluation of such valuation accounts must 
be deferred to a later chapter. 

Items of “deferred charges” or “prepaid expenses,’’ like 
“prepaid advertising,’ intended to enhance future sales whether 
of goods now held or of future goods, “developmental ex- 
penses,”’ intended to hasten an increase in volume of business, 
and many others that come to the notice of the reader of bal- 
ance sheets, will be found upon analysis to be essentially similar 
to organization expense. 


’ 


So-Called “Prepaid Interest.”—-Another very different 
class of valuation accounts, including such items as “prepaid 
interest” and “discount on bonds payable,” is very commonly 
misinterpreted. Here again is to be found the same confusion 
on the part of the accountants and the writers on accounting. 
Some of the most astute writers in the theory of accounts 
assert that they are assets ;? others rightly deny this,* but most 
writers merely discuss the origin and subsequent treatment of 
the items without explicitly showing their true nature. 

The term “prepaid interest’ as usually employed by the 
accountant is a misnomer. To be sure, interest contracted to 
be paid can be paid before it is contractually due, but even such 
a prepayment has the effect of diminishing a liability—not of 
creating an asset. What is usually intended to be described by 
the term is the difference between the value of the net consid- 


® See Cole, Fundamentals of Accounting, pp. 103-104, 380-381. 

* Paton and Stevenson, Principles of Accounting, pp. 401-403, and Paton, 
Accounting Theory, pp. 415-423, show the true nature of issue discounts on 
contractual securities. In Modern Accounting, pp. 77, 118-120, and 186- 
188, Hatfield calls these discounts assets, but in his later book, Accounting, 
p. 230, he adopts Paton’s views. 
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eration paid to the debtor and the “par” or “face value” of the 
debt created. 

The true nature of the item can most clearly be shown, per- 
haps, by comparing two elements of practice. Let us suppose 
a debtor to have borrowed money on two notes issued simul- 
taneously. Suppose the consideration to be $952.38 for each 
note. The first note promises to pay $1,000 one year from 
date; the second promises to pay $952.38 one year from date 
with interest at 5% to maturity. (Note that $1,000 will be 
payable at maturity in each case.) The performances con- 
templated by the parties on these notes are identical. The 
economic and financial effect of the two contracts are indis- 
tinguishable. If discharged according to their tenor, as the 
parties expect, the only difference between the notes is in the 
mode of describing the amount to be paid.* But accountants 
would treat these two notes differently. The first would be 
entered thus: 


(CEI tr can Noi Merce e on teecieacse iene oir a $052.38 
Prepaid interest (or other title)....... 47.62 
INotesipayalblemere arash tener en eee $1,000.00 


On a balance sheet drawn at the date of issue, the amounts 
of the two debit items would be included among the assets in 
the totals opposite their respective titles. The amount of the 
credit item, $1,000, would be included in the total of notes 
payable. The second note would be entered thus: 


INOteS' Payable sae srs sete ho cro eer ree $952.38 


*There are, to be sure, certain possible differences in legal effects of a 
breach of these two contracts. Thus, if both are dishonored for payment at 
maturity, the measure of damages on the first will include interest at the 
legal rate on $1,000, from date of maturity; the corresponding element of 
general damages on the other will be legal interest from the same date on 
$952.38, the “face” value of the note. An intervening bankruptcy of the 
debtor might conceivably give rise to other differences in discharge. No 
accountant and no writer on accounts, so far as the writer is aware, bases 
the difference in accounting procedure upon these differences in the effect 
of a breach. 
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Both of these amounts would be included in the totals opposite 
the respective titles in a balance sheet drawn at the date of 
issue. 

Here are two notes issued simultaneously for equal con- 
sideration, that mature simultaneously and require identical 
amounts for their discharge. But both upon the books and in 
the balance sheet the one contract appears to have given rise to 
a liability greater than that of the other and likewise to have 
increased the total of assets by a greater amount. Of the 
“prepaid interest’ item of $47.62, it can be said that there has 
been no prepayment of interest or of anything else. No loss 
has been incurred upon the one note that has not been incurred 
upon the other. No expense, financial or otherwise, has as yet 
been incurred upon either. Whatever future expense is in- 
curred upon the one contract will be matched both in time and 
amount by the expense upon the other. There is no sub- 
stantial difference between the two debts; there is only a 
difference in the procedure of recording and exhibiting them. 
At the date of original record the then existing present worth 
of the first note is expressed as a difference of two balances— 
that of the liability account (a credit balance) and that of the 
valuation account for “prepaid interest” (a debit balance). On 
the same date the then existing present worth of the second 
note is expressed in one figure—that of the liability account. 

If the debtor’s books are closed between the date of issue 
and the date of maturity—say six months after issue—an in- 
teresting adjustment is made with respect to the two notes. 
For the first the entry is, 


Interest expense enna caceeceeaet. $23.81 
Prepaid! interest: ics starmia kan seeiek oS ek * $23.81 


and for the second note, 


Interestiexpensey oy 1.ck re acnrare ees $23.81 
Accrued interest payable.................. $23.81 
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Note that the first instrument now has a greater liability 
value. It is expressed, as before, by a difference of balances, 
but the balance of the valuation account has become smaller. 
The second instrument, too, has a greater liability value— 
greater by the same amount. But the value of this liability is 
now expressed as the sum of two balances.” Algebraically, of 
course, both liability valuations are expressed by sums. 

If at the same interim date a balance sheet is prepared in 
the conventional manner, the reader must search out three 
items, one among the assets and two among the liabilities, in 
order to determine the real status of the debtor on his notes 
payable. Seldom would more than one item and one valuation 
figure be necessary or convenient.° The simplest (and gen- 
erally sufficient) exhibit would consist of the figure for present 
worth of current debt instruments set opposite the class of 
instrument. Even if the usual, somewhat cumbersome, pro- 
cedure of recording such instruments is followed and if all the 
balances are to be shown in the balance sheet, they should be 
brought together in that exhibit. If, for example, a statement 
is to be made when the foregoing notes are three months old, 
the balance sheet item could be arranged as a group thus: 


Notes payable, face value............ $1,952.38 
Deduct issue discount....... $47.62 
Less accrued interest pay- 
Pl ol eraeeaierietnc ore 23.81 23.81 
———= $1,928.57 


This would accord with the best modern practice of grouping 
depreciation reserves with the assets against the original book 
valuations of which the reserve (valuation account) is set up. 


> All accountants call “accrued interest payable” a liability. In the sense 
that it is a new or independent debt, this would not be true; in the sense 
that the value of the previously existing liability has increased with the 
lapse of time, it is true. 

® A somewhat different case arises in exhibiting the status upon debt 
instruments upon which interim interest payments are to be made. (See 
page 36.) 
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Discount on Bonds Payable-—When long-term issues with 
many interim payments of “interest” are sold by the debtor at 
a net price less than par, that is, are capitalized at a rate higher 
than the so-called “nominal rate of interest,’ the accountant 
sets up a liability valued at par and debits the difference between 
the par value and the value of the net consideration § to “dis- 
count on bonds payable” or “discount and expense on bonds 
payable” or some other account title of like purport. Just as in 
the case of the “prepaid interest” on the notes payable in the 
previous illustration, the accountant adjusts the balance of the 
valuation account from time to time by diminishing its debit 
balance. If the balance sheet is drawn at an “interest”’ paying 
date, there are two components in the valuation of the liability, 
the par of the issue and the discount. But if the statement is 
prepared between “interest” paying dates, there are, ordinarily, 
three components—the third being the accrued “‘interest’’ at 
the rate of nominal interest. This last item is ordinarily 
placed in the current liability section. Probably the most in- 
forming and convenient arrangement of the three items would 
join the par and the unamortized discount in one group thus: 


Bonds payable, par of issue.......... $1,000, C00 
Less unamortized discount........... 5,000 
$995 ,000 


The accrued “interest,” since it represents a cash requirement 
in the period following the balance sheet, should be shown, as 
it usually is, among the current liabilities. Ordinarily, how- 
ever, the reader must seek out three scattered items. And even 
these three are often not separately shown; for the accrued 


"This “nominal rate of interest” is not, in economic reality, a rate of 
interest at all. It is merely a percentage relation between one fixed 
amount, the par of the bond, and the rent of the bond annuity. Its only 
service is to provide a convenient description of the debtor’s sequence of 
obligations. 

* Expenses incidental to the preparation and issuance of bonds, such as 
legal fees, recording fees, costs of searching land titles, engraving, exchange 
listing costs, etc. are deducted from the gross selling price to determine the 
net consideration. ° 
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“interest” item may merge the amounts due both on bonds and 
on short-term debts; and the discount may be hidden in a 
total of “deferred charges” or of “prepaid expenses,” or of 
“unadjusted debits.” 


Prepaid Taxes and Insurance-—A third class of valua- 
tion accounts, which includes such items as “prepaid taxes” and 
“prepaid insurance,’ asserts that the real asset items in con- 
nection with Which the expenses have been incurred, are really 
more valuable than the amounts set opposite them indicate. It 
is a commonplace in valuation theory that the risks of loss 
incident to ownership tend to reduce the value of the thing ex- 
posed to risk. If a building burns, the loss, unless otherwise 
provided for, falls upon the owner. The building, freed of 
the risk of loss by fire, is worth more than if subject to that 
risk. If the owner conducts his affairs rationally and if the 
exemption from the risk is worth more to him than the cost 
of fire insurance, he will insure.® 

Taxes that become a lien on specific property, while rela- 
tively seldom paid before the beginning of the tax period to 
which they apply, usually become delinquent if unpaid before 
the expiration of that period. Obviously the property freed 
of the lien is worth more than one subject to it. The custom- 
ary terms of sale of realty show the clearest recognition of this 
principle. If payment of a tax is made before the expiration 

® There is an apparent ground for calling an unexpired insurance contract 
an asset. By the usual terms of the fire insurance contract a short-rate 
premium rebate may be had upon a surrender of the contract; and by custom 
the insurer will assent to an assignment (in reality a novation) of the con- 
tract when the subject matter is sold, provided the moral risk of the new 
owner is acceptable to the insurer. In the case of a surrender the amount 
recouped is always less than the amount at which the “prepaid insurance” 
item is characteristically carried; and there is, of course, a concomitant 
decline in value of the subject matter whether that decline is recognized on 
the books or not. The common custom of bargainers for the sale of insured 
property to agree upon a purchase price and upon a prorating of the premium 
of the policy to be assigned is but a recognition of the fact that an insured 
property is worth more than one not insured. The custom of mortgagees 


and grantees under trust deeds of requiring insurance payable to them to be 
carried, is but another recognition of the principle. 
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of a tax period, clearly the subject matter, rendering services 
tax-free for the remainder of the period, is worth more by at 
least the amount of tax applicable to the remaining part of the 
period. ’ 

While it is possible to distribute to the several asset items 
the enhancement of value arising by réason of exemption from 
risk of fire loss, exemption from tax liability, etc., it would be 
endlessly tedious to do so. Moreover, the balance sheet that 
shows items of this kind separately, actually gives more useful 
information than could be given if the identity of the items 
were lost. The amount of such items so shown, in addition to 
asserting an enhanced valuation of the assets affected, indi- 
cates a diminution in the cash AAT RESEE for the period that 
follows immediately. 


Goodwill 


Accountants, writers on accounting, economists, engineers, 
and the courts, have all tried their hands at defining goodwill, 
at discussing its nature, and at proposing means of valuing it. 
The most striking characteristic of this immense amount of 
writing is the number and variety of disagreements reached. 
Perhaps the second most notable feature of the writings is the 
incompleteness of analysis in the output of single authors upon 
the subject. A formidable list of deservedly eminent writers 
could readily be made up in the product of each of which some 
unique contribution is made, but, unfortunately, each writer in 
turn seems not to have appreciated fully the work of his pre- 
decessors. 

Most of those who have sought to analyze and to define 
goodwill have fallen into the error of seeking chiefly for 
ultimate or intermediate causes and for elementary compo- 
nents. ‘There is endless discussion of reputation for integrity, 
of dependability of service, of brand names, of favorable loca- 
tion, of habits and tastes of customers, of personal relations in 
trade, etc. Each of these is capable of indefinitely complex 
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splitting up. But no comprehensive analysis of this character 
is possible, nor are the elements capable of statistical treatment. 
It is as if the physicist were to attempt to write the equations 
for the paths in space of each molecule of gas confined in a 
vessel. Life is not long enough to permit success. Elementary 
components of goodwill are interesting to speculate about but 
only the mass resultant, in any given enterprise, is capable of 
statistical generalization. 

Much the best work that has come to hand is that of J. M. 
Yang. In the preface of his book, “Goodwill and Other In- 
tangibles,”’ he says: 

Much has been written on goodwill, and by eminent authorities, 
but, so far as the writer has been able to determine, the subject has 
not been adequately dealt with from the standpoint of accounting. 
This is noticeably true in the case of accounting textbooks, and even 
in the extended special works, such as those of Dicksee and Leake, 
most of the space is devoted to the legal characteristics of goodwill 
and the methods of its appraisal. In fact, it is fair to say that while 
the peculiarities of intangible assets have long been recognized by 
professional accountants and business men, not much advance has yet 
been made in the direction of a real understanding of the essential 
nature of intangibles... 

. it has been deemed necessary to discuss the various phases and 
interpretations of goodwill and related assets. In this discussion an 
attempt has been made, in particular, to show that the value of intan- 
gibles is essentially an expression of the superior earning power of 
the specific concern, and that on account of this fact there is inevitably 
a close and inseparable relationship among the intangibles as a group. 

His book comes much closer to accomplishing the stated 
aim and to developing a comprehensive theory of the treatment 
appropriate to what he calls intangibles than any previous 
writing has done. Yang’s debt to Paton, acknowledged hand- 
somely in his preface, is great. Paton’s book, “Accounting 
Theory,” especially in the chapter on Goodwill and Going 
Value, affords the best brief discussion of goodwill, and, after 
Yang’s fuller treatment, is much the best general discussion of 
the subject. 
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Both Yang and Paton, at several points in their writing, 
seem to have been on the verge of raising the question that is 
raised here, viz., is goodwill an asset at all? Thus Yang, in 
his discussion of the characteristics of intangibles (pages 8-19) 
considers one after another of the attributes generally supposed 
to attach to assets and finds them absent from the intangibles. 
Paton, in the chapter referred to says (page 310): 


The intangibles are the residuum, the balance of the legitimate 
values attaching to an enterprise as a totality, over the sum of the 
legitimate values of the various tangible properties taken individually. 
That is, the intangibles measure that part of a company’s asset total 
which might be said to reside in the physical situation viewed as a 
whole, but which cannot be considered—except upon some highly 
arbitrary basis—to inhere in, or have a residence in, specific units of 
plant, equipment, etc. Or, to put it still differently, the amount by 
which the total of the values of the various physical properties within 
the enterprise, inventoried unit by unit, falls short of the legitimate 
asset total for the entire business, expresses the intangible asset value. 


These two writers are in substantial agreement as to what 
items are intangibles. These items have a common set of 
attributes that, so far as the left-hand member of the balance 
sheet is concerned, are peculiar to them. This common set of 
attributes does not, at least in these writers’ discussions, include 
any attribute common to all assets and peculiar to them. But 
neither writer seems to have asked the question, are these in- 
tangibles really assets at all? Neither these writers nor any 
others whose writings have come to my attention seem to have 
considered the question of the statistical homogeneity of the 
items that appear in the left-hand member of the balance sheet. 
When that question is considered rightly some light is thrown 
upon the nature of goodwill. 


Certain Elements of Goodwill.—All will agree that future 
income constitutes the sole source of enterprise valuation. 
Certain sources of future services or income may be separately 
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appraised with a degree of reliability sufficient to make separate 
valuation convenient and useful to all interested in an enter- 
prise. Other sources, e.g., expectancies, persons with whom 
the management have executory contracts wholly unperformed 
on both sides, contingent services to which, if they eventuate, 
the concern has a claim, but which may never happen (or, if 
they do, may prove valueless) and so on, may be practically 
incapable of reliable valuation as individual items. Moreover, 
those items of*income that the accountant does separately ap- 
praise—such as the incomes or services from particular sources, 
like land, machinery, trade debtors, ete——cannot be accurately 
appraised. For not only is the future not wholly foreseen, but 
even if it were, the allocation of a total sales income among 
the material objects and persons whose services, as a totality, 
will have brought in this revenue cannot be made except upon 
a basis largely arbitrary. With the exception of money actually 
in the possession of a concern at a specified time, no valuation 
the accountant makes of a particular item can be more than an 
index of the present worth of its future earning power. The 
specific productivity theory of distribution is wholly incapable 
of statistical application in accounts.*° 

Take the case of an enterprise with a long operating history 
and consider what the accountant has actually done with re- 
spect to valuing its expected future incomes. Year after year 
certain separable items of future income have been omitted. 
No account has been taken of the possibility that certain 
services, say those of the general manager, may be worth much 
-more than he has agreed to accept. No account in the asset 
valuations has been taken of a long succession of sales orders 
placed, but not filled at times of closing the books. Year after 
year certain items, like the services of land procured to the 
enterprise for a long term under a lease contract, the terms of 


” The writer doubts that this theory of distribution, the influence of which 
is very far from being expunged from modern economic theory, ever did have 


any validity even as a conceptual basis of analysis. 


42 THE ECONOMICS OF ACCOUNTANCY 


which have turned out to be extremely favorable, are left out 
of an asset list. Year after year certain items that do appear in 
the asset schedule may appear at valuations far below their 
maximum worth to the concern. Land in a location more 
favorable than it appeared to be at the time it was bought or 
at the time the residual portion of a.leasehold was taken over, 
may be carried at cost. Machinery, the valuations of which 
are based upon its cost in a market that was made for many 
purchasers, may be physically better adapted to the work re- 
quired of it by this concern than to that required by other 
users of like equipment. 

It is no matter for surprise that where many of the com- 
ponent elements of future income have been omitted from the 
asset valuations and where those component elements that have 
been included were predominantly undervalued, the concern 
should exhibit, year after year, a ratio of operating profit to 
book value of assets much above that which is found in other 
concerns in the same industry. Such a concern is said to have 
a valuable goodwill. If it changes hands, it will do so at a 
total consideration in excess of the difference between its book 
totals of assets and of liabilities. To the extent to which this 
goodwill is reliably appraised, all that can be said of it is that 
it results from, and amounts to, the sum of values of items of 
future incomes omitted from its asset schedule plus the sum of 
undervaluations of those future items (and series of items) 
of future income that are shown in its asset schedule, less the 
sum of corresponding overvaluations (if any) of those asset 
items that appear in the schedule. 


Goodwill a Master Valuation Account.—Goodwill, when 
it appears in the balance sheet at all, is but a master valuation 
account—a catch-all into which is thrown both an unenumer- 
ated series of items that have the economic, though not neces- 
sarily the legal, properties of assets, and an undistributed list 
of undervaluations of those items listed as assets. It is the 


INTERPRETATION OF ASSETS 43 


valuation account par excellence. It cannot under any circum- 
stances be called an “asset,” unless that term is confessedly 
meant to include at least two kinds of things which have no 
common attribute peculiar to them. But it can be shown to 
have a set of attributes common to those items here called 
valuation accounts; and that: group of valuation accounts that 
are set out as adjuncts to such true asset accounts as are kept 
can be shown not only to have a common set of attributes, but 
a set that is peculiar to them. 

Inferential support to the view expressed here is to be had 
from what accountants do with such items as goodwill, organi- 
zation expenses, developmental expenses, etc., once these items 
find their way into the accounts. Characteristically, they write 
off these accounts in relatively brief periods. This they do 
despite the fact that the conditions that led to making the outlay 
may clearly be continuing conditions. When accountants pre- 
paring the balance sheet of the General Electric Company show 
therein an item of: 


Patents, goodwill, and other intangibles......... $1.00 


they do not mean that the conipany’s huge outlays for such 
items have been mistakes, nor that the fruits of the operations 
in connection with which these outlays have been made are all 
gathered, nor that the company, if selling out as a unit, would 
sell at the difference between the sums of asset and of liability 
valuations. It will be found, on the other hand, that these 
same accountants have made the most searching inquiry to as- 
sure themselves that all those items belonging to the company 
and conforming to the definition of assets set out in this book 
are accounted for, item by item, in the books and are reflected 
in the balance sheet. That is to say, accountants incline 
strongly to exclude items that do not describe separable sets of 
services still to be had, and scrupulously endeavor to list all 
separable sets of future services that can be reliably valued. In 
other words, those things which are here called assets are al- 
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ways included, but mere deficiencies of the total valuation do 
not seriously concern them. 

Those who are unconvinced of the soundness of the analy- 
sis made in these two chapters on assets, particularly as it deals 
with valuation accounts, are asked to defer final judgment 
upon that analysis until they have réad the chapters on valua- 
tion. The analysis of the nature of things is a problem apart 
from the quantitative measurement of the same things, and 
must, in any sound statistical inquiry, or in any critical analysis 
of a statistical procedure, be dealt with first. But the two 
problems of analysis are not unrelated. On the contrary, the 
fullest significance of any proposal in the qualitative analysis 
cannot possibly be seen until the convenience (or lack of it) of 
that proposal in the quantitative work has been examined. Nor 
can any discussion of quantitative valuation be wholly lucid 
and significant unless and until the reasons for the qualitative 
or attributive classification have been disclosed. 


Summary of Chapters II and III 


An attempt has been made to discuss the realities of what 
accountants do in relation to defining assets. The nature of 
what the accountant lists as assets in the accounts and on 
the balance sheet has been sought by examining the attributes 
of the items thus treated rather than by reading what account- 
ants and writers on accounting have said about the nature of 
assets. Much fruitful suggestion has been found in the writ- 
ings, to be sure, both on this topic and upon those to be taken 
up, but the writer has endeavored neither to describe nor to 
approve nor to disapprove what accountants do until the things 
actually done and the probable statistical effect of what is done 
have been carefully considered. 

That which the accountant systematically and completely 
treats as an asset can exist as an asset only in relation to some 
person or entity whose asset it is. In essence it is a future 
element or portion of income, a set of desirable future services 
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that is valuable in money and may be realized upon in money 
either directly or through intermediate operations. The ac- 
countant excludes from his statistical treatment all such in- 
comes as are not secured to their beneficiaries by some legal 
or equitable right. He ex¢ludes also incomes or services ex- 
pected to accrue under contracts wholly executory and unper- 
formed on both sides, and under the wholly unperformed 
portions of contracts, provided both sides are equally unper- 
formed. 

Not all the items listed under the caption of “assets” in a 
balance sheet are really assets. Some items are intended merely 
to show that an outlay has been made in the anticipation that, 
as a result, the true assets (present and/or future) will have a 
value to the going concern greater than the figures listed or to 
be listed for them. Some items express by the amounts set . 
opposite them an overvaluation in one or more of the liability 
items. Others, again, express an overvaluation of the net pro- 
prietary interest in the enterprise; they merely account for 
certain diminutions in the value of the latter interest. 

Quite aside from the mode of valuation or the reliability . 
of the valuation of items appearing under the heading of assets 
in general statements, those who resort to the accountants’ 
reports should keep ever in mind that not all items are of 
homogeneous character. They should be aware, too, that not 
all the available statistical information having to do with the 
financial condition of the concern under examination will be 
found in the conventional statements; for some items having 
the probable effect of assets are excluded. 

Finally, the writer wishes to say that accountants of the 
best professional class are not wholly responsible for all that 
the writers on accounting have said about their work. Many 
an economist and statistician, in reading the accounting texts, 
must have been aware of a great mass of unsupported asser- 
tion, inconsequential argument, apparent statistical inconsist- 
ency, and lack of homogeneity and completeness. But any one 
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who has the patience to find out for himself what accountants 
actually do and who will reflect upon what he finds, will dis- 
cover that modern accounting practice is, on the whole, sounder 
than that which has been written about it.: Apparently those 
who have really created accepted modern procedure have not 
been notably given to writing about*it. In many an instance 
the writers would do well to consider the statistical effects of 
what the accountants do rather than to invent conjectural rea- 
sons for their procedure. 


Go AR TREY 


LIABILITIES AND NET PROPRIETORSHIP 


In the introductory paragraphs of Chapter II, the question 
was raised as to whether the equation of accounts is an ex- 
pression of mere equivalence or one of identity. When the 
accountant says that assets equal liabilities plus net proprietor- 
ship, or, spelled out in full, that the sum of asset valuations is 
equal to the sum of the valuations of liabilities and of net 
proprietorship, does he mean that there are three classes of 
unlike things the valuations of which stand always in a certain 
equivalence relation? In a quantity of carbonic acid the num- 
ber of oxygen atoms is equal to the number of hydrogen atoms 
plus the number of carbon atoms—is this the kind of relation 
meant by the accountant? Or are there, in essence, two things 
only? If so, are these two things: (1) assets, and (2) claims 
running against the assets; or are they: (1) the assets in their 
relations favorable to their proprietor, and (2) claims of others 
adverse to the proprietor of the enterprise in question? 


Gross Proprietorship 


A numerical value set down as a measure of net proprietor- 
ship suggests the contemplation of a possible larger, or more 
inclusive value. Many, indeed, have been puzzled to account 
for the qualifying word in that term. But accountants do not 
employ the term “gross proprietorship”; nor do they speak of 
“proprietorship,” without qualifying the word, except to use 
it as a term interchangeable with “net proprietorship.” One 
who searches the texts will find little to illuminate either the 
usage or the underlying ideas. It is certainly not enlightening 
to be told that if one subtracts the measure of one thing from 
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the measure of a second, the resulting difference is the net 
measure of a third thing. If, on the other hand, one disregards 
what is said about net proprietorship and the mode of valuing 
it, and looks to what is done, and to the effects of what is done, 
in conventional practice, an approximate meaning of the terms 
of the second member of the equation can be expressed. 

In the previous chapters it was said that an asset, as such, 
does not exist except in relation to some person (or persons) 
whose asset it is. Assets were there considered as services or 
elements of income. They are classified according to the kinds 
of sources from which the incomes proceed. In like manner 
the holder may be considered as the immediate personal re- 
cipient or beneficiary of the incomes or services. The term 
proprietor means merely a “holder of assets.” To show the 
importance of the income expected from any existing con- 
trolled source, a money valuation is placed upon it. If for any 
set of assets, e.g., those dedicated by the proprietor to the uses 
of an enterprise, correct money valuations are found, the sum 
of these asset valuations is not only the measure of the services 
running from the designated items, but is also the measure of 
the benefits running to their recipient. That is to say, only one 
summation is involved, though that series is viewed in two 
ways. Taking assets as one member of the expression of 
equality, then, it can be seen that the other member is not found 
as a sum of two quantities but is, numerically, identical with 
the first, in origin, in method of measuring, and in amount. 
The only difference is the manner of regarding the amount. 


Value of Assets and Value of Gross Proprietorship Iden- 
tical That the difference in manner of regarding the items 
and their summation is not a mere conception is readily indi- 
cated. We have, on the one hand, the problem of the manipu- 
lation of assets, the problem of revenue-getting ; assets (services 
that contribute to the procurement and making of salable com- 
modities and services) must be brought together, altered, re- 
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placed. That is to say, we have the problem of management of 
operations. It is no accident that the cost accountant’s and the 
engineer's analyses concern themselves chiefly with the accounts 
having debit balances. We have on the other hand the prob- 
lems of manipulating the’ final, realized money income, the 
problem of distributing the fruits among the contributors in 
such a manner as to yield the proprietor a maximum final 
benefit. In our modern corporate enterprises in which the 
beneficial interest in the proprietorship is divided among many, 
in which these beneficially interested persons are largely not 
active in management, in which the several functions of manag- 
ing operations are divided among many, this difference in the 
way of regarding the one series of valuations has taken on an 
importance both to individuals and to society that could never 
have been dreamed of by the inventor of the equation nor by 
those who employed his device for some hundreds of years 
after its invention. In fact the two great and almost all- 
inclusive problems of accounting are the accounts of operations 
and accounts to proprietors. 

Much would be gained both in terminology and in ideas if 
this notion of identity were more widely expressed. Failure 
to see the identity, it is believed, lies at the root of much that 
is confusing in the treatment of liabilities, the third term of the 
equation. A liability in its most general sense implies a relation 
between persons. One who is obliged to do something adverse 
to his own interest and beneficial to another’s has a liability to 
that other person. The classes of service comprised under the 
accountant’s use of the term are all assets of the person to 
whom the services run. In formal accounts and statements, 
however, the term is used in a narrower sense. In the balance 
sheet of a sole trader, for example, the liabilities shown do not 
purport to be all of the liabilities of the person who is the sole 
trader; the liabilities shown are those only that have arisen in 
the course of financing and operating the business and that have 
not been discharged. Except where the more inclusive mean- 


50 THE ECONOMICS OF ACCOUNTANCY 


ing is expressed or is plainly implied by the context (as in a 
“statement of affairs” of a natural person who is a bankrupt), 
the accountant restricts the use of the term liabilities to the 
designation of enterprise liabilities. That usage is followed 
hereafter in this book. 


a 


Distinction between Proprietorship and Liabilities 


The fundamental equation in its most characteristic and 
most significant use, the enterprise balance sheet, exhibits the 
affairs of an enterprise in three qualitative ways. These are: 
(1) a set of services proceeding from designated items that 
the proprietor has either contributed to the enterprise (or 
that have been acquired in the course of enterprise operations ) 
and that have not been withdrawn from enterprise use; (2) 
the interest of the proprietor as the recipient of the benefits of 
that set of services; and (3) the set of services that the pro- 
prietor has become bound to render to others as an incident to 
the running of his business. 

Arithmetically there are but two quantities exhibited: (1) 
the money valuation (importance to the proprietor) of the ulti- 
mate benefits to be received from the services proceeding from 
the several items to the proprietor; and (2) the money valua- 
tion of the services which the proprietor has bound himself 
to render to other persons. Statistically the equation of ac- 
counts is epitomized in the difference between the volume of 
benefits expected to flow in (with reference to the proprietor ) 
and the volume of adverse elements to flow out. 

In the matter of valuation, liabilities do not differ from 
assets except in characteristic direction of flow.’ Those writers 
who urge consideration of liabilities as negative assets express 
a view more fruitfully suggestive than do those who habitually 


*Even this characteristic or predominant direction of flow is what the 
logician would call an accident rather than a distinguishing character. In 
the chapter on valuation of fixed assets the case of a true asset having a 
negative value at certain stages of its exploitation will be put forward. 
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associate liabilities and net proprietorship in their discussion.” 
But the problems of revenue-getting are so vastly different 
from those of procuring funds for it and from those of divid- 
ing the fruits of enterprise that no degree of similarity of 
quantitative aspects of the single items can ever make the 
groups of assets and the groups of liabilities homogeneous 
with respect to the accountant’s principal inquiries. 

The ass@ciation in speech and writing of liabilities and of 
net proprietorship as though these two quantities were coordi- 
nate and had an independent existence, cannot but be misleading 
to those not fully informed. That they usually appear in the 
same member of the balance sheet as though they were coordi- 
nate is a mere statistical convention. Whether one sets down 
a minuend, subtracts a subtrahend, and expresses the difference 
as a footing or, alternatively, finds the difference, adds the 
subtrahend to it, and expresses the sum (the original minuend) 
as a footing, is wholly without substantive significance. Those 
who are in any substantial way interested in an enterprise, are 
interested in many relations between the total proprietorship 
and the total liabilities. The difference between the two, though 
significant, is only one of many significant relations in these 
two constantly changing quantities. The balance sheet equa- 
tion may be statistically epitomized by the difference of the two 
amounts, but the whole of modern accounting is not so 
epitomized. 


Liabilities and Net Proprietorship Not Homogeneous.— 
Then, too, we find writers who give a single name to the right- 
hand member of the balance sheet and treat the items in it as 
though they were not merely coordinate but homogeneous as 
well. The items are looked upon either as interests in or 
claims against the summation of the other member. As notable 

2 Notable writers who urge the similarity (except for difference of alge- 
braic sign) of assets and liabilities include Sprague, Philosophy of Accounts, 
chapter on phases of liabilities, and Hatfield, Accounting, Chapter IX. Ac- 


countants, it is believed, would do well to reflect upon a procedure that 
Hatfield (and others cited by him) suggests in this connection. 
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instances of this practice Cole’s “ownership claims’? and Pa- 
ton’s “equities’’ may be cited.* But the unities found by these 
writers are quite different in character from those set forth 
above as between asset summation and proprietorship. The 
discussion of both these writers is full of useful suggestion— 
particularly to accountants. The only adverse criticism that 
can be made of their terms, as developed by them, is that they 
do not accurately describe what accountants do nor do they 
precisely accord with legal fact. Cole’s “ownership claims’’ 
against the assets, and Paton’s “equities” im the assets, they 
are careful to point out, do not, in the case of unsecured lia- 
bilities, attach to particular assets unless and until voluntary 
payment is made or execution is had under process of law. 
They indicate that items usually called liabilities run against 
the body of assets as an entirety. That this latter cannot be 
true in certain instances is readily shown. A debt may fall 
due against a municipal corporation at a time when no money 
appropriated for meeting it is on hand, when no levy has been 
made to obtain the funds, and when no unappropriated funds 
are at the disposal of the municipal officers. Even though the 
creditor obtains a judgment, there is nothing among the assets 
available to him for satisfaction. He must, by legal process, 
compel a levy to be made to meet the specific claim. His 
claim meanwhile stands in a balance sheet in which none of the 
assets is, in any real sense, a basis of his claim. If the mu- 
nicipal corporation is a state (in our special federal sense), 
he cannot even sue except by the state’s permission. 

In the case of the sole trader, the public extends him credit 
not upon his enterprise assets, in any peculiar sense, but, apart 
from a purely personal basis, upon the basis of his net estate, 
in his personal assets, i.e., both enterprise and non-enterprise 
assets. With some modifications, by reason of the rule of sepa- 


* Cole, Fundamentals of Accounting, and Paton, Accounting Theory— 
citations indexed under the terms quoted. 
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rate funds, a similar case exists in respect to partnerships; and 
in the case of firm debts arising from torts (the obligations 
being joint and several), the whole body of non-execution- 
proof assets of any or all members of the firm as private per- 
sons is equally available with enterprise assets. 

That which is generally true is that certain items in the 
right-hand member of the balance sheet are claims against the 
proprietor as‘a person, or group of persons. In the ordinary 
enterprise balance sheet these claims running against the pro- 
prietor are limited to those that have arisen as incidents to 
the conduct of the business. The first-hand, immediate claim 
to the fruits of enterprise is wholly and entirely in the pro- 
prietor. He need never, if he chooses, become a creditor at 
all in the conduct of his enterprise. If he does elect to do so, 
he may convert any asset he chooses, to the extent that he has 
not contracted to do the contrary, for the satisfaction of the 
debt. The source of the means of satisfaction is his own af- 
fair. Only when he refuses to pay at all, may creditors ever 
have recourse to any asset. When they do have recourse, it is 
not necessarily to the assets to be found in the balance sheet 
in which the claim appears; and in some cases the recourse is to 
a thing which no accountant treats as an asset at all. The 
bases of levies legally available to a municipal corporation— 
whether a state or a creature of the state’s legislative powers 
—is never listed by accountants as an asset. 


Other Terms for Net Proprietorship.—Other names for 
the groups in the second member of the balance sheet are 
often found. The term “net assets” is often found as an alter- 
native to net proprietorship. The only objections to it as a 
term are that it carries no suggestion of the point of view 
implicit in proprietorship and that it suggests a deduction from, 
or diminution of, the asset summation. The deduction, in 
essence, is made from proprietorship—not from assets. The 
fact that the numerical valuation of assets is identical with 
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that of proprietorship does not preclude logical ambiguity in 
the term “net assets.” 

“Capital” or “net capital’ (used interchangeably) are often 
found. The objection to these is that they imply—in common 
business speech, in the writings of economists, and in the usage 
of many accountants—sources of revenues, incomes, and serv- 
ices to be rendered, rather than the interest of a particular 
proprietor in them. 

Net worth is, perhaps, less objectionable than some of the 
other terms employed. There seems, to some persons at least, 
to be a suggestion in the term that somehow or other the figure 
found for it is a real or a true worth such as a fully informed, 
rational business man would accept either as a buyer or seller 
of the enterprise as an entirety, if he were acting in his own 
interests. The facts of business dealings testify that no such 
significance can be attached to it. The figure actually found 
can have, of course, no real meaning at all other than that given 
it by what is done (and what has been omitted) in the statis- 
tical procedure by which the figure is derived. The conditions 
under which the figure actually found is even a good index to 
a true worth will be considered in the chapters on valuation. 

Net proprietorship, on the other hand, does not literally 
imply either: (1) an overstatement of assets (elsewhere in 
the statement) ; or (2) an identity with capital instruments ; or 
(3) a positive opinion about the capitalized value of the enter- 
prise; or (4) a coordinate footing of proprietor and creditor. 
It does imply that the set of operations in enterprise whereby 
some person (or persons) has become a holder of assets (a 
proprietor) may also have given rise to adverse items. It is 
this algebraic sum of interests of the proprietor that the term 
“net proprietorship” is intended to describe. 

Finally some consideration of the term “liabilities,” as ap- 
plied to the entire right-hand member of the balance sheet, 
may be helpful. This is one of the oldest terms in use in writ- 
ings in English on the subject. Whatever may have been the 
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grounds for its early adoption, it can now’be said that the term 
is seriously confusing and misleading. Some have sought to 
give meaning to it by the adoption of a figure of speech. The 
enterprise itsel{—as an entity separate and apart from the 
proprietor (or proprietors), the creditors, and those who have 
dealings of any kind with it—is personified. The accounts, it 
is said, constitute an accounting by this entity to all who have 
commercial and financial relations with it. Some writers even 
profess that, in the case of corporate enterprise, the entity may 
be more than a figure of speech. This they do by making the 
blunder of identifying the shareholders as the proprietor and 
making the corporation correspond to this entity. The share- 
holders, as such, are proprietors of their shares only—they 
have mere contracts with the corporation in which certain 
beneficial interests in the corporation’s affairs are granted, for 
a consideration, to subscribers and their successors. Imagi- 
nary entities have their proper place in the conceptual world 
of analysis in pure mathematics, but never in the statistical 
analysis of realities. Figures of speech may be useful occa- 
sionally as a device in exposition, but to hang the whole exposi- 
tion of a statistical analysis and synthesis upon a figure of 
speech is to run the risk of conveying a memory of the figure 
instead of an understanding of the reality. 


Proprietorship, Liabilities, and Net Proprietorship De- 
fined.—With respect to enterprise balance sheets, i.e., those in 
which the accountant concerns himself solely with the assets 
employed in a specified business, with the interest of the pro- 
prietor in these assets and with the obligations of the proprietor 
that have arisen as incidents to running the business, two terms 
affecting the second member of the equation can be qualita- 
tively defined as follows: 

Proprietorship consists of the entire beneficial interest of a 
holder of a set of assets in those assets. A lability is a service, 
valuable in money, which a proprietor is under an existing legal 
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(or equitable) duty to render to a second person (or set of 
persons) and which 1s not unconditionally an agreed set-off to 
its full amount against specific services of equal or greater 
money value due from this second person to the proprietor. 

Net proprietorship cannot be qualitatively defined except as 
a mere difference. It is the difference found by subtracting 
the summation of the liabilities from the amount of the pro- 
prietorship. 


Liabilities under Unequally Performed Contracts.—Some 
further comment on the definition of liabilities is, perhaps, 
desirable. It will be recalled that certain separable items of in- 
come assured legally to the proprietor are not listed by account- 
ants as assets. Thus, it was said that if A has contracted to 
make certain manufacturing machinery and deliver it to B for 
$1,000, and if A has done nothing toward the manufacture 
and B has paid nothing on account, neither A’s nor B’s books 
or statements show either an asset or a liability arising from 
this agreement. The amounts involved, as the accountant 
values them, are equal and are mutual set-offs. But when A de- 
livers the machinery or a part of it as agreed, B has a liability 
to A (and A has an asset) until B pays. On the other hand, if 
C has given a note for $1,000, payable to D to order, and before 
the note has matured, D has bought goods from C on open 
account at an agreed price of $1,000, the obligations are not 
mutual set-offs. Legally, of course, if D still has the note, he 
can set it off against his debt for goods and C can set off the 
debt for goods against D, if the latter, as a principal, presents 
it for payment. But on their accounts, during the currency of 
the two debts, each would show both an asset and a liability. 
Notice that C’s promise is not to pay D, but to pay “D or 
order.” C cannot set off D’s debt for goods against a holder 
in due course but against D only; and C’s accountant could 
not know that D would not negotiate the note. D’s bookkeeper, 
under instructions, might set off the note (if D was holding 
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it) against the open book account debt. But a professional 
accountant, certifying D’s balance sheet, would require D’s 
account payable to be included and would include the note in 
notes receivable. The accountant cannot know whether or not 
D will negotiate the note and hence be required to pay in money 
the debt actually existing when the balance sheet is drawn. 
There is not an agreed unconditional set-off. 

Signs are, not wanting, however, to indicate that changes 
in practice may shortly become general that will give more 
inclusive meanings both to assets and to liabilities. Sporadic 
instances are found of balance sheets exhibiting such items 
among the assets as: 


Purchase commitments not yet filled.. $10,000 
Less contingent loss at prices (date)... 2,000 
—_——— ~ $8,000 
and among the liabilities a corresponding item of: 
iRurehaserconamltmentstensiecras swrreieet rate ers $10,000 


That is to say, some accountants are beginning to list, as assets 
and as liabilities, the services to be had and the services to be 
performed under wholly unperformed contracts. This is espe- 
cially true where, as above, a substantial loss on the order for 
future delivery seems probable at the date of the balance sheet. 
Montgomery, who is a compelling prophet in matters of prac- 
tice, says: * 


It is not general practice to show future commitments (sales or 
purchases) in certified balance sheets and until it becomes fairly gen- 
eral, it cannot be good accounting practice to insist upon it, but when- 
ever the information is essential to the understanding of a true finan- 
cial position, it must be done. 


As will be shown later, there are great possibilities of use- 
fulness in an extension of this practice. The difficulties of 
proper extension, however, are very great. 


*Montgomery, Auditing Theory and Practice, 4th ed., Vol. I, p. 307. 
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Limitations on Meaning of Net Proprietorship.—A word, 
too, is needed on the definition of net proprietorship given 
above. A numerical difference between two quantities can 
have a substantive meaning only when the two quantities are 
homogeneous, The valuations of both proprietorship and lia- 
bilities, it is true, are dollar valuations. But the valuation of 
proprietorship, being identical in amount with the summation 
of the assets, is determined by unlike methods of measuring 
as between one kind of asset and another (as we shall show in 
detail later) ; and the assets and liabilities are unlike one an- 
other in origin and in purpose. Moreover, as we have seen, 
not all those items having the economic essentials of assets 
are included in what are treated as assets. Mere differences 
in distribution of kinds of assets and as between those things 
which are included as assets and those that are not included, 
affect this difference between assets and liabilities. The mere 
figure for net proprietorship, therefore, far from being the 
tremendously significant valuation that many suppose it to be, 
has little definite or precise significance at all. Much more 
really useful information can be got from the several items 
that are commonly found in the net proprietorship section than 
can be got from their total. 


CHAP LER: V 


LIABILITIES AND NET: PROPRIETORSHIP: 
DIFFICULTIES OF INTERPRE EATION 

To make the definitions developed in the preceding chap- 
ter more useful it seems necessary, just as in the case of assets, 
to devote some space to their application in interpreting bal- 
ance sheets. 

Failure to note the true nature of proprietorship, it is be- 
lieved, is largely responsible for the confusion some writers 
show in their attempts to distinguish clearly between certain 
liability items and elements of interest in the net estate of the 
proprietor. Especially is this true in the case of corporation 
balance sheets. Some who have achieved high standing, both 
as writers and as practitioners, admit the difficulty of making 
and applying this distinction. Thus Bell says:? 


Some accountants and writers on accountancy are greatly concerned 
over the distinction between liabilities and capital (net proprietorship) 
in relation to designations in balance sheets. It is, of course, necessary 
for an accountant to have a clear perception of the difference between 
these two classes of credit accounts, but in the author’s opinion sim- 
plicity in financial statements, and in accounting terminology generally, 
is extremely desirable, especially when it can be attained without seri- 
ous violence to principle; and for that reason he is not disposed to 
split hairs between “liabilities” and “capital” in the designation of the 
general class of accounts represented. 


The most careful reading of Bell’s book, though he dis- 
cusses many items at length, affords the reader little help to- 
ward resolving this difficulty. Indeed, in certain instances he 


1 Bell and Powelson, Auditing, p. 261, and Chapters XIV and XV. (In 
the preface of this book it is indicated that Powelson’s contribution is limited 
to the preparation of cases and questions.) 
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shows a willingness to stop somewhat before the “hair-split- 
ting” stage is reached.” 


Subordinated Debts 


Montgomery, whose discussion is, perhaps, the best to be 
found on this subject, says:* 


Exclusive of reserves [valuation accounts ?], there are three classes 
of items on the credit or right-hand side of the balance sheet, viz., (1) 
liabilities, (2) capital (net proprietorship), and (3) items which are 
liabilities or capital, according to circumstances. . . . In the case of an 
issue of so-called debenture bonds, the maturity date is 1990: interest 
is payable only when declared by the directors ,and is not cumulative ; 
by express language no claim can be made for principal or interest at 
any time when there is any obligation direct or contingent to others. 
The holders of the “bonds” are creditors only so far as the stockholders 
are concerned. The full amount shown to be due to the “bond” holders 
is at the risk of the business and ranks as capital so far as creditors 
and prospective creditors are concerned. These conditions illustrate 
the third class mentioned above. 


With respect to subordinated debts, Montgomery says:° 


The purpose of the subordination of obligations is to protect credi- 
tors and to improve the financial showing of the concern affected. ... 
When the fact of subordination is established, full effect must be given 
to it in the balance sheet, otherwise most and sometimes all of the 
intended effect will be lost. The inclusion of subordinated items in 


* Ibid., pp. 98-99, 292-203, 301, 304. 

®* Montgomery, Auditing Theory and Practice, 4th ed., Vol. I, pp. 261-262. 

“A subordinated debt is a debt created by a contract wherein, by irreyoca- 
ble agreement, the creditor agrees that his claim shall take a rank of 
priority lower than those of general creditors. The agreement may concede 
this priority to those who are creditors upon debts current at the date of 
agreement, or to these and to others who may become general creditors 
during a specified future time, or until a specified contingency occurs, or 
until specified conditions are fulfilled. There seems to be nothing in public 
law to prevent the creditor upon such a debt agreeing to become a claimant 
inferior in rank to preferred stockholders on capital account, or, for that 
matter, inferior to all claimants except the common stockholders with respect 
to dividends from surplus. The employment of such issues as means of 
financing in unexpected crises in which the stockholders must act both 
quickly and without notice to the public in order to save financial ruin, is 
little understood. Students of finance and financiers seem to have given 
little thought to this emergency device, 

Ee, Ch 
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accounts payable, even though an explanatory note appears, is not the 
proper form of statement; subordinated claims or debts should be 
separately stated next preceding capital items. 

The commonest kind of subordinated debt occurs in partner- 
ship affairs when a partner lends money to the firm in order 
to provide additional firm funds either permanently or for the 
time being. Of this kind of transaction Montgomery says: ° 

... In the case of a general partnership 7 there can be no liability 
to any partner. So-called loans from the partners are not debts. . 

In published balance sheets all the partners’ accounts, debit and credit, 
should be merged in one, and set up as the net capital of the partner- 
ship. 

In the case of so-called limited partnerships ® the relationship of 
debtor and creditor between the partnership entity and individual part- 
ners may or may not exist, depending on the facts and the state laws. 


If the subordination is of a temporary character the limitation should 
be clearly shown. 


The Definitions Applied.—Rightly viewed, the question 
is not is the item under consideration a liability or a capital (net 
proprietorship) item; the significant inquiry is rather is the 
item a liability or not a liability? Is the claim represented 
adverse to the interest of the proprietor? Observe that the 
latter question is not is the result of the transaction out of 
which the claim arose adverse to the interest of the proprietor, 
but is the claim itself adverse to his interest? When the sug- 
gestion test is made, the difficulties that have suggested them- 
selves to the accountants and the writers on accountancy are 
much less puzzling. 


Loc. cu. 

7A general partnership is one in which all members of the firm are 
jointly and unlimitedly liable for all debts incurred by the firm upon con- 
tracts of any kind, and jointly and severally liable upon all torts chargeable 
against the firm. 

* A limited partnership is one organized in conformity to a statute that 
permits the limitation of liability of one or more (but not of all) partners to 
the amounts contributed by them. Such firms consist of one or more special 
partners having limited liability and one or more general partners having 
unlimited liabilities. 
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The application of the test in the “‘so-called debenture 
bonds” case quoted from Montgomery above makes these 
“bonds” clearly not a liability. The proprietor in question is 
presumably a corporation. By the terms of the issue no claim 
of any kind can be enforced against the proprietor “for prin- 
cipal or interest at any time when there is any obligation direct 
or indirect to others.” That is to say, so long as there is any 
contract between the company and another person not wholly 
and completely performed on the company’s part, and so long 
as any tort or criminal liability exists undischarged, no claim 
can be enforced. This clearly amounts to saying that so long 
as the corporate entity exists, or so long as the objects for 
which the corporation became a proprietor exist, no claim can 
be enforced under this contract. The payment of the interest 
and/or the principal is wholly within the discretion of the 
corporation so long as it operates an enterprise. To be sure 
the “bonds” have one of the attributes of a liability; they are, 
within their terms, legally or equitably enforceable; but the 
contingency upon which the remedy of the holder depends 
cannot occur until there is a winding up of the affairs of the 
company either voluntarily or by process of law other than ac- 
tion upon these instruments. Legally the “bonds” may be 
debts; but they lack the economic attribute of adverseness to 
the proprietor’s interest. 

The same test applied to any subordinated debt, once the 
full effect of the agreement is understood—and professional 
accountants take legal advice in such matters—will, it is be- 
lieved, leave no room for doubt as to whether the debt is or 
is not a liability within the meaning of good accounting prac- 
tice. Predominantly the treatment of subordinated debts actu- 
ally found in accounting practice conforms to the definition 
given in this hook. Indeed, the definition is framed to describe 
the best practice rather than to express the writer’s notion of 
what ought, ideally, to be the definition. 
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Intra-Firm Debts.—The subordinated debt arising from a 
loan made by a partner to the firm may require some elucida- 
tion. Montgomery’s statement quoted above that “in the case 
of the general partnership there can be no liability to any 
partner” is true with respect to the firm as a holder of assets. 
For the lending partner cannot enforce any rights by action at 
law against the firm so long as it continues to be a firm. The 
repayment, during the currency of the firm, is discretionary 
with the firm; and it is, therefore, not adverse to the firm’s 
interest. But when Montgomery says in the next sentence ‘“‘so- 
called loans from partners are not debts,” he goes too far, 
farther, moreover, than is really necessary to the matter under 
discussion. As between the members of the firm as individu- 
als, there is a debt to which due effect will be given in a wind- 
ing up, or in an action against a member of the firm, as a pri- 
vate person, by his personal creditors. All liabilities in the 
accounting sense are debts in the legal sense, but the converse 
is not true. 


Priority as a Distinction 


The writings on accountancy are full of the notion that the 
distinction between liabilities and net proprietorship is in some 
way or other dependent on the relative legal priority of claims. 
To discriminate upon that basis would require a fixing upon 
some point along the scale between the claim for taxes due and 
that of the residual claimant (whoever he may be or upon 
whatever ground he claims) above which the claims are lia- 
bilities, and below which they are items of net proprietorship. 
Many have essayed that task, but none has suggested a mode 
of ascertaining that point that describes practice accurately. 
Let it not be understood that the writer disapproves of the 
attempt; for the notion of spacing of claims along the scale of 
priority often has much to commend it. The only objection 
urged here is that no one so far has proposed a realistic or 


64 THE ECONOMICS OF ACCOUNTANCY 


de facto discrimination—one that is in substantial accord with 
practice. 


Itemization of Net Proprietorship.—The fact that in the 
section of the balance sheet labeled “net proprietorship,” or 
“capital,” or “net worth,” and so on, one usually finds several 
items the sum of the valuations of which is equal to the differ- 
ence between the valuation of proprietorship and the sum of 
the liability valuations, is taken by many to mean that some- 
how or other this sum is found from the items. This, of 
course, is not the case. The items, if items are shown, are 
the result of analysis of the sum. Thus in a corporation’s 
statement we may find: 


Net proprietorship: 


Capitalustockspretenredaamee mena $50,000 
Capital stock commony rier esse 50,000 
UT DIU Saat teatr peer rateentes saree 25,000 
$125,000 


or we may find: 


Capital stock preferred............ $50,000 
Capitalistockicommon et eee 50,000 
‘otal capital Stocks «tenn teuee ane $100,000 


essideti clive aenrrcter mack thas ae ee oe 75,000 
SS NDR OS 


The amounts shown for stock are but matters of legal history 
and represent, in their total, a minimum net estate of the cor- 
poration in its assets which may not legally be reduced by divi- 
dends to stockholders without the assent of the state. The 
surplus in the first case exhibits the amount by which the actual 
net estate exceeds this legal minimum dividend-paying limit; 
the deficit in the other, the amount by which the actual net 
estate falls short of this basis. 

The surplus, it is often said, represents realized profits not 
distributed in dividends; the deficit, a loss. But we shall pres- 
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ently see that the determination of profit not distributed in 
dividends and of loss is really made by successive valuations 
of assets and of liabilities. To be sure, there is a concomitant 
analysis of the means whereby the changes in these two sums 
have come about. 


Terminological Difficulties 


Difficulties of Interpretation—One whose work requires 
him to read many balance sheets must often read many that 
are faultily expressed. Much the same kind of difficulties are 
encountered in the right-hand member of the balance sheet as 
are found in the other. The chief faults include both faults of 
expression and faults of analysis. The incompletely labeled 
item, the misleading or vague caption, the presence of valua- 
tion account balances and misplaced items, all cause grief to 
the reader. There are, of course, faults of valuation in addi- 
tion, but these will be discussed in later chapters. 

For the too brief statement, either with respect to the ade- 
quacy of captions or the refinement of classification, there is 
no help. Financial journals often give a large amount of space 
to the publication of a multitude of balance sheets each so much 
telescoped together both in caption and in classification that 
almost no reliable opinion can be based upon them. Fewer and 
better balance sheets would be preferable. 


Meanings of “Reserves.”—That the work of the profes- 
sional public accountant suffers from the poverty of technical 
vocabulary, is nowhere more patent to the careful reader than 
in the bewildering variety of “reserves” that he encounters in 
the balance sheet—particularly in its right-hand member. We 
may find “reserves for depreciation” of specified assets, “re- 
serves for obsolescence,” and “reserves for bad debts,” that are 
but balances of valuation accounts and express, by their 
amounts, the overvaluation of the items of corresponding as- 
sets shown in the other member. “Reserves for inventory 
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losses” may be a valuation account against an inventory over- 
stated in the opposite branch, or may merely express a measure 
of fear of a further loss in a period of slow sales or of falling 
commodity prices. There are “reserves for replacement” which 
may or may not implicitly include both a valuation account for 
depreciation and a measure (in the same total) of an expecta- 
tion of replacing at a higher cost. “Reserves for taxes” appear 
that are pure liabilities, although, of course, they may be mis- 
takenly valued since taxes can seldom be accurately foreknown. 

“Reserves for sinking funds” or for “depletion funds” 
occur—often without due explanation to show what really is 
being done or why. ‘Reserves for depreciation of goodwill” 
and of “organization expense” stand out as mere valuation ac- 
counts against opposed valuation accounts. Reserves for con- 
tingencies may mean expectations of loss that range from 
highly probable loss to remotely possible loss. 

Where enterprises of established good reputation overwork 
the term reserve, one can usually determine by the context— 
particularly the items that enter into the same sub-total 
—whether the reserve is a valuation account only, a liability, 
an analytical element within the net proprietorship difference, 
or a recognition of a future contingent happening that may 
turn out well or badly. Where the reputation of the accountant 
is not known, the reader will do well to make broad allowances 
in his inferences, or make independent inquiry. 

Fortunately, hope for relief seems reasonable. The efforts 
of The American Institute of Accountants, especially through 
their committee on terminology, and the writings of those who 
are both accountants and writers on accountancy, such as Fin- 
ney, Jackson, McKinsey, and Montgomery, seem to be bearing 
fruit. In most balance sheets put out by the leading firms, 
nearly all the valuation accounts against assets and goodwill 
have disappeared from the right-hand member and are treated 
as deductions (on the face of the asset statement) from the 
items against which they are set up on the books. Few of the 
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statements prepared by these leading firms omit a plain sub- 
totaling of current liabilities, of fixed liabilities, and of total 
liabilities. It is not too much to hope that others will soon 
follow this excellent example. 

Despite recent improvements in practice, however, there 
are many items that are commonly misunderstood. As we have 
already seen,” discount on bonds, a valuation account, is char- 
acteristically” not shown as a deduction from the par of the 
issue to show a present (adverse) worth; and certain other 
valuation accounts, such as accrued interest payable, are set up 
as though they were independent liabilities. 


Working Capital Ratios—Those to whom the ratio of 
current assets to current liabilities seems of importance are 
often mistaken in the amounts they insert into the ratios. If, 
for instance, a dividend has been declared by a resolution which 
directs a separate fund of assets to be created, such as a spe- 
cial dividend account with the bank that acts as fiscal agent, 
from which to pay this dividend, the status of this fund, once 
segregated, gives a special meaning to the item. For when 
such a fund is created the legal title may have passed to the 
banker and the equitable title to the shareholders. When this 
is true, the fund, though it may appear either as an unsegre- 
gated portion of cash or as a separate current asset, is not a 
true asset in the sense that its services are at the disposal of 
the concern. Nor will the shareholders be general creditors; 
rather they are absolute owners of the fund. Though this 
practice which fails to distinguish between that which is to be 
paid to shareholders from a fund that is theirs already and that 
which is to be paid to shareholders as creditors for a dividend 
declared (without a segregation of assets to discharge it), 
does not alter the difference between current assets and current 
liabilities, it does alter the ratio if only homogeneous assets 
and liabilities are to be taken as the ratio members. 


® See pp. 36-37. 
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A similar mistake of interpretation is likely to be made at 
a time when readily convertible securities and bank balances 
are being amassed to meet an issue of funded debt. These 
funds may be exhibited as current assets and the issue itself as 
a fixed liability. But even if both are shown as current items 
(the issue being due within a year), both the special fund and 
a like portion of the debt should be subtracted from the totals 
before a ratio is taken if that ratio is to be employed as an 
index of the concern’s current operating position.”” 


Net Proprietorship of a Corporation 


While, on the whole, the practice of accountants in pre- 
paring balance sheets leaves least room for excusable mistake 
in construing the liability section, perhaps there is more failure 
in construing the remainder of the right-hand member than 
in all the rest of the balance sheet. for these mistakes the 
accountant is only partly responsible. Nowadays, when a great 
proportion of those whose balance sheets are matters of gen- 
eral interest and whose statements for publication are prepared 
by public accountants are corporations, the accountant’s prob- 
lems in this branch are difficult indeed. He must analyze a 
figure that is a mere difference; and he must do what can be 


* Of late years much has been written about indexes of financial position 
and of operating position. Most of these indexes take the form of differences 
between designated summations or of ratios which one of these sums bears 
to the other. The present writer, far from regretting that attempts to 
generalize about certain of these ratios have been made, is hopeful that this 
kind of analysis will be pursued much further, if only to show how dissimi- 
lar in significance a given ratio may be for two enterprises in the same 
industry despite the large degree of uniformity in accounting that may pre- 
vail as between the concerns. The ratios commonly looked upon as signifi- 
cant are asked to support inferences that cannot validly be drawn from 
them. Though the accounts may be kept in substantially the same way, 
that way has seldom been determined with a view to giving a common mean- 
ing to like values of the ratios calculated. They are often comparable to 
birth rates, for example, that take no account of age, sex, marital condition, 
nationality, and religious adherence distributions of the populations to which 
they refer. No mere uniform method of counting births and of determining 
mean population, can assure ratios of births that are numerically comparable 
without the widest logical reservations. Accounting ratios should be trusted 
both for their calculation and interpretation, only to “experts of good 
character.” 
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done to give as much reasonably clear information as is pos- 
sible in the circumstances. In the case of the corporation, too, 
the beneficial interest in the corporation’s estate in its assets 
lies entirely in the hands. of shareholders. The shareholders 
may be few or many, active as members of the board of di- 
rectors or as officers or almost wholly inactive investors. The 
shares may be held year after year by the same persons or 
actively traded in on exchanges; they may seldom be employed 
as collateral or extensively so employed. There may be only 
one issue or many issues; and as between any two issues the 
rights, privileges, and immunities granted to holders may vary 
endlessly as to voting powers, rights to participate in surplus 
distributions, rights of conversion and transfer, rights of pref- 
erence in dividends and of priority at redemption upon liquida- 
tion. The number and variety of special covenants that may 
appear in contracts of stock issue seem to be little understood 
even by writers on corporation finance, still less by writers on 
accounting, and not at all by the general run of educated people. 
The merging of all stocks into preferred stocks and common 
stocks, or into stocks having par value and stocks without par 
value is, in itself, evidence of how little of such matters is 
generally understood. The view that every issue is unique 
comes nearer being an informed and sensible view than does the 
one that lumps all stocks into two classes or that finds only 
two bases upon which to classify them. 


Bases of Analysis.—But this is not the whole of the ac- 
countant’s problem in accounting for shares. He must make 
a choice among many bases of analysis. He can analyze from 
the point of view of historical development of the stockholder 
interest. He can analyze on the basis of division of interest 
in surplus (or burden of deficit) as between one class of stock 
and another at the date of the balance sheet. He can organize 
his statement to show the character and amount of changes in 
shareholder interest since the last previous report or during a 
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specified period. He can elect to exhibit only the amounts 
that result from conventional accounting, or he may give ef- 
fect to revaluations on the basis of costs of replacement of 
tangible assets. He may elect to show only what is called 
“realized profits from operations” or she may attempt to ac- 
count for goodwill or for earnings not yet realized. He may 
do any of these things, but he cannot do all of them—at any 
rate, not in the same balance sheet. 

The enlightened public accountant (and there are many 
such), faced with this problem, does the best he can in the cir- 
cumstances. These “circumstances” always include an estimate 
of the degree of familiarity with accounting reports possessed 
by those to whom the statement is to go. In general, those who 
have criticized accountants adversely for their treatment of this 
section of the statement, show, in the course of their writings, 
an inadequate grasp of the problem which usually faces the 
accountant. 

No attempt is made here to consider all items that occa- 
sionally make their appearance in this section of balance sheets. 
Only those that are both of commonest occurrence and of 
greatest importance can be singled out. To write exhaustively 
on this subject alone would be to write a treatise—not a por- 
tion of a chapter. 


Capital Stock.—Few terms used by every business man, 
investor, lawyer, economist and accountant are less under- 
stood.’ The commoner meanings employed by the accountant 
include the following: 

1. So-called “( Authorized) Capital Stock.” This is an 
amount only—not a substantive thing. It is the maximum 
amount of the par (or stated) value of capital stock that a cor- 


™ To any one who doubts the existence of a multitude of meanings for 
this term it is recommended that he read the definitions of the term in our 
statutes, in decisions of courts of last resort, in law treatises on corporations, 
in texts in accounting and finance. A fair sample of the legal definitions 
can be got by reference to Fletcher, Cyclopedia of Corporations, items in- 
dexed under that title, 


LIABILITIES AND NET PROPRIETORSHIP Ta 


poration has been authorized to have. It asserts nothing about 
the amount that it actually has except that it is not greater 
than a specified amount. The accountant rarely uses the term 
“capital stock”’ without qualifying word in this meaning. 

2. “Capital Stock (Issued).” .The par or stated value of 
those share certificates that have been originally issued to sub- 
scribers (not to transferees of those subscribers after first 
issue) and that have not later been returned to the company 
and canceled with the assent of the state of domicile. This 
term asserts nothing about the number and amount of other 
shares that have been subscribed for and not issued, nor about 
those that have been issued and are now in the hands of the 
company (true treasury stock), nor about whether or not the 
shares issued are wholly paid for. Most public accountants, 
but not all, employ the qualifying term “issued” where they 
wish to express this meaning. 

3. “Capital Stock (Outstanding).” This is the amount of 
the par or stated value of share certificates that have been is- 
sued and are owned by stockholders. This does not include any 
share that has been acquired and kept by the company, whether 
acquired through forfeiture, gift, execution for debt, or pur- 
chase, and so on; for a corporation cannot be a stockholder in 
itself. Of course, it may include shares the certificates for 
which the corporation holds as a mere custodian or bailee. Nor 
does this term, in its full sense, include shares for which sub- 
scriptions have been accepted, but for which stock certificates 
have not been issued. It asserts nothing about the complete- 
ness of payment on subscription contracts. All too often ac- 
countants use the term capital stock without the qualifying term 
when some “issued” shares are not “outstanding,” and/or 
when some shares have been subscribed for (and subscriptions 
accepted) but not “‘issued.” 


Definition of Capital Stock—v7The commonest and _ best 
meaning for the term “capital stock,’ when used without quali- 
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fying words, may be expressed as follows: That minimum 
amount of net (or liability-free) estate of the corporation in 
its assets which the corporation cannot lawfully reduce by vol- 
untary dividend or redemption distributions to its shareholders 
without the consent of the state of domicile.” 


Measure of Capital Stock.—With respect to determining 
the amount of capital stock, in this latter sense, three classes of 
corporations may be distinguished and considered. 

If a corporation has par value issues only, the amount is: 


1. The sum of the par values of all shares to which subscrip- 
tions have been accepted under contracts enforceable: 

(a) At the instance of the company; or, 

(b) If the company is estopped, at the instance of the 
state on behalf of the company’s unpaid credi- 
tors; plus 

2. The sum of the par values of all shares issued, or legally 
resolved and announced to be issued, as stock dividends; 
plus 


” This definition is said to be the commonest on the grounds: (1) that its 
terms actually include all that is included under the term in the overwhelm- 
ing majority of those balance sheets, prepared by certified public accountants, 
that have come to the attention of the writer; and (2) that its terms exclude 
that which is, by a like overwhelming majority, excluded (or at least, not 
included) by the term in the same balance sheets. No suggestion is made 
that this definition is the one which a preponderance of certified public 
accountants actually have in mind. No one knows that. What has been 
attempted is merely to describe in a few words what characteristically re- 
sults from the best practice. 

To say that it is the best is only an expression of considered opinion. An 
amount conforming to the terms of the expression given above, it is be- 
lieved, is of prime importance to directors, shareholders, creditors, pros- 
pective investors, and to the public dealing with the company in the case of 
almost all private corporations. The expression of it in a single figure, or 
in a determinate set of figures when there are several issues, in no way 
hinders the setting forth of any other information which it may be desirable 
to give. It is the amount of withholding upon consideration of which the 
state grants to contributors that special immunity, limited or restricted 
liability, in the event of failure of the enterprise, that is the shareholders’ 
greatest safeguard and which, for that reason, has made the scope ot 
enterprise operations extremely flexible. It is also the maximum amount 
upon which the creditor, in the absence of unusual statutory provisions for 
additional shareholder liability, can legally rely, unless, by contract with 
the corporation, he stipulates for a larger dividend-free estate during the 
currency of his debt. 
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3. The amount, if any, subscribed to be paid in in excess of 
the par value of shares, provided, of course, that the 
statutes of the state forbid the later distribution of this 
excess as ordinary dividends; and less 

4. The sum of the par values of shares that have, subsequent 
to acceptance of subscriptions, been redeemed and can- 
celed with the assent of the state. 


If all the issues of a corporation are without par values 
the amount is: 


1. The amount of the stated cr declared capital stock stipu- 
lated or implied by the company, within the limits al- 
lowed by the statutes and charter, attaching to shares to 
which subscriptions have been accepted under contracts 
enforceable: 

(a) At the instance of the corporation; or, 

(b) If the company is estopped, at the instance of the 
state on behalf of unpaid creditors of the com- 
pany; plus 

2. Any additions made from surplus legally made by the 
company, whether the number of shares is altered or 
not; less 

3. The amount, assented to by the state, attaching to shares 
that have, subsequent to acceptance of subscriptions, 
been redeemed and canceled with the assent of the state; 
and less 

4. Any reductions, without altering the number of shares, to 
which the state has assented. 


If a corporation has both par issues and no-par issues the 
amount is: 


1. The amount, determined as shown above, for its par issues ; 
plus 
2. The amount, determined as shown above, for its no-par 
issues.13 
7 No mode of determining the amount which accountants treat as capital 


stock or stated capital in the case of shares having no par value can be 
stated with full confidence. No-par shares are too new a phenomenon. It 
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Capital Stock and Subscribers’ Liabilities—Many at- 
tempts to. express a mode of determining the amount of the 
capital stock of a corporation by reference to the liabilities of 
subscribers to capital stock have been made. No way of doing 
so simply and successfully has, as yet, come to the writer’s 
attention. Certain numerical relations exist, to be sure, be- 
tween the amount of the legal liability of a subscriber and the 
amount of capital stock added by his subscription, but not the 
whole of capital stock can be accounted for by subscriptions. 
The right to receive a 100% stock dividend involves neither a 
stockholder’s subscribing for anything nor paying for any- 
thing. Such a distribution, however, does double the capital 
stock. Attempts to describe the measure of capital stock in 
terms of subscribers’ liability are excellent examples of sta- 
tistical measuring before the nature and significance of the 
thing to be measured are clearly defined. 


Itemization of Capital Stock.—It is not uncommon to 
find the capital stock itemized. The commonest analysis is by 
separate issues. . The purpose of such an itemizing is too ob- 
vious to require comment. Sometimes, however, one finds 
separate items of capital stock subscribed for and not wholly 
paid for, of capital stock subscribed and paid for, but for 
which certificates have not been issued, of capital stock for 
which certificates have been issued though something on ac- 
count has still to be paid, and so on. But in the balance sheets 
in which these latter types of items are found, the accountant 
has also to account for the amount of assets in the form of 
unpaid subscription balances and/or for the status of the stock 
"certificate books, i.e., he is accounting for the status of the 
is too soon to expect uniform procedure to appear, both because the variety 
of the statutes on the subject is so great and because so little of the mean- 
ing of any of these statutes has been declared by courts of last resort. For 
the best discussion of this subject that has yet appeared see Robbins, No- 
Par Stock. The limited number of balance sheets showing no-par shares 
that the present writer has been able to investigate satisfactorily show a 


stronger tendency to conform to the rules expressed above than to any other 
rules he has been able to devise. 
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corporation in relation to the subscribers for shares or in rela- 
tion to the holders of its shares.“ 


Surplus (or Deficit) Items.—One more class of items in 
the right-hand member of corporate balance sheets remains to 
be considered, viz., the surplus or deficit. In its most general 
sense surplus is merely the excess of a corporation’s estate in 
its assets, the excess of its proprietorship as defined above, 
over the sum of its liabilities, its subordinated debts, if any, 
and its capital stock. A deficit merely measures the excess of 
the three latter items over the proprietorship. Obviously, there 
are many ways in which such an excess or deficiency may come 
about; and it is equally obvious that information of how an 
existing excess or deficiency came into being may be of prime 
value to balance sheet readers. The multitude of items, or 
classes of items into which surplus may be broken up repre- 
sents chiefly the accountant’s attempts to show how an existing 
surplus was created. Some of the items commonly found 
have a fairly uniform meaning; others, standing alone, do not. 

A surplus or a deficit may exist from the very founding of 
a corporation. If the consideration paid in by the first sub- 
scribers has a value greater than the amount of capital stock, 
that is to say, if the initial subscriptions are “at a premium,” 
the corporation finds itself with a ready-made surplus. The 
amount of such a surplus is usually carried forward from year 
to year under some such title as “paid in surplus,” “contributed 
surplus,’ or “premium on stock.’ Excepting in banking cor- 
porations, this initial surplus is relatively rare in the case of 
corporations organized to begin a wholly new enterprise, but 

“4 1Tt may be worth noting in passing that what the holder of a share has, 
is not, either in economic or in legal fact, a share in capital stock at all—at 
any rate not a share in that which is the corporation’s capital stock. What 
the shareholder really has is an undivided beneficial interest in the estate of 
the corporation in its assets. It is a beneficial interest in the proprietorship. 
The total amount of all the beneficial interests of shareholders not only may 
be, but usually is, different from that of capital stock. This is true as well 


with regard to what is shown on the books and statements as it is with 
respect to investors’ valuations expressed in the stock markets. 


76 THE ECONOMICS. OF ACCOUNTANCY 


is relatively common in recent financing of corporations to take 
over existing enterprises, or to unite a number of existing 
enterprises. Not all items of “paid in surplus,” “premium on 
stock,” etc., mean that the item was created in the beginning. 
If additional shares are to be issued by a corporation after its 
enterprise has proved to be a profitable one, or after a large 
surplus has been accumulated, they may be issued at prices 
in excess of par or stated value. The amount of this excess, 
together with any profit on shares of treasury stock sold, is 
usually credited to the same account with initial surplus, if any. 

A “discount on stock,’’ on the other hand, represents the 
amount of the deficiency of the consideration received below 
the par or stated value of the shares issued. Often this “defi- 
ciency” is not a deficiency at all in the full legal sense. It 
sometimes happens that in case of need for the protection of 
creditors, a corresponding amount could be compelled to be 
paid in either by the subscribers, or by their transferees, or 
by the directors who, without proper authority issued the shares 
at a discount. But a financially embarrassed corporation may 
issue its shares at a discount without the subscribers’ incurring 
a liability to pay more than the agreed price.” This presup- 
poses, of course, that there is no statutory prohibition and that 
the directors have acted in good faith, i.e., for the good of the 
entire community in interest. Usually a “discount on stock” 
item disappears from the books and statements as soon as 
earnings of a corresponding amount are accumulated. 

“Surplus from appreciation” makes many appearances of 
late years. The amount of this item in some cases represents 
a true appreciation, that is, an increase in value of assets now 
held over their value when they were acquired. Increase in 
land values is the commonest source of true appreciation. In 
many cases, however, no appreciation has occurred at all. What 
has happened is usually that buildings, machinery, and so on, 


a5 Handley v. Stutz, 139 U.S. 417. This case has greatly perturbed the 
law writers. 
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are really worth more than the previously recorded book valua ' 
tions. To the extent that this previous book valuation is smaller 
than it should be because of excessive depreciation charges, 
accountants do not hesitate to credit earned surplus for the 
overcharge. But to the extent to which the previous book 
value is smaller than conversion value because of increasing 
costs of replacing such items with new ones of their kind, ac- 
countants, if they set up an increase in book value at all, usu- 
ally credit it to an account called “surplus from appreciation.” 

“Capital surplus” is commonly seen nowadays. It has no 
uniform meaning. Sometimes it includes elements of such 
diverse character as premiums on stock issued, profits on deal- 
ings in the company’s own stock, appreciation in the value of 
assets, increase in the book value of fixed assets representing 
an increase of replacement cost less depreciation over original 
cost less depreciation, profits from the sale of fixed assets, or 
it may really mean only the excess of total surplus over surplus 
resulting from ordinary operations less dividends paid. If an 
item of surplus under this caption is found, it will usually, but 
not necessarily, represent an amount of surplus which the 
directors have no present intention of reducing by dividend 
payments. — 

“Appropriated surplus,” like “capital surplus,” may indi- 
cate an amount of surplus not intended by the directors to be 
reduced by dividend payments in the near future. Unlike the 
latter item, it usually contains elements earned in ordinary 
operations. It may also contain any of the elements, except 
“surplus by appreciation,” that are sometimes found in “capi- 
tal surplus.” This “appropriated surplus’ is often found in 
statements that incorporate a “‘free surplus” also. “Free sur- 
plus,” when associated with “appropriated surplus,’ usually 
means an element of present surplus not intended to be re- 
tained, i.e., that is expected to be extinguished in the next 
regular dividend distribution. Sometimes, but not always, 
an excess of liquid assets over current requirements, aside from 
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dividends, has been accumulated, though not segregated, in 
anticipation of a future dividend declaration. 


Surplus “Reserves.” “Reserves for plant expansion” (or 
extension) and the like not only declare an intention not to 
distribute the surplus but also declare contemplated changes in 
operating scope and policy. But an intention to “expand out 
of earnings,’ or to “plow in profits,” is not always, or even 
usually, declared through items of this kind. 

As might have been anticipated from the discussion of sink- 
ing funds, depreciation funds, and depletion funds in Chapter 
III, “reserves for sinking funds,’ “reserves for depletion 
funds,” etc., are difficult, and in many instances impossible to 
interpret without going beyond the face of the balance sheet 
for information. Some bond issue indentures not only require 
that the debtor pay periodical amounts into the hands of trus- 
tees but also that a “reserve of surplus earnings” be created in 
some stipulated amount or amounts. This “reserve from sur- 
plus earnings,’ or profits, when closely analyzed, is usually 
found to mean that, in addition to the providing of a segre- 
gated fund in the hands of trustees, there must be a stipulated 
withholding of dividends, during the term of the loan, greater 
than is required by statute. 

In the extractive industries like mining, for example, the 
deposit under exploitation may be impossible to value reliably. 


” 


This may be due to a lack of knowledge of its physical extent, 
of the composition of the unexposed portions, of the condi- 
tions of extraction that will be encountered, as well as of the 
conditions of the market for the refined product. Under such 
conditions the mineral deposit does not, independently, constitute 
a good special security for a debt that is large in proportion to 
the most probable value of the deposit. But this security may 
be improved, and better rates made available to the debtor, if, 
in addition to giving a lien upon the deposit, the debtor will 
agree both to make periodical payments into a fund in the hands 
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of trustees and also to withhold payments of dividends to the 
extent of some stipulated schedule. A series of prosperous 
early years followed by later adversity will not leave the credi- 
tor upon the secured debt wholly dependent upon the pledged 
property for the excess of the debt over the fund accumulated. 
The provision for this increasing difference between assets and 
liabilities during prosperous years, too, improves the general 
credit of the corporation; unsecured creditors, as well as the 
secured creditors, are provided with a greater margin of safety 
during the currency of the indenture. The two covenants may 
be better than either standing alone regardless of the amounts 
involved. To fix upon too large a deposit with trustees may 
deprive the concern of funds needed for the expansion of the 
scope of operations; the debtor may be crippled without neces- 
sarily bettering the position of any existing creditor. To rely 
upon a reserve covenant alone may be simultaneously to lose 
the better marketability of a secured debt and to compel the 
management, selected with respect to their skill in mining, to 
take upon themselves the role of general investors. 

The writers on accounting, of course, all say that a “re- 
serve for sinking fund” of this kind is an element of surplus, 
but they do not commonly show the full financial significance of 
the “reserve” thus provided. Nor do they commonly show 
that the “reserve” and the “fund” bear no relation to one an- 
other, numerically or otherwise, except as provided for in 
separable covenants in the indenture. It is more accurate finan- 
cially to speak of a sinking fund and of a reserve (or portion) 
of surplus contracted to be maintained (and/or accumulated ) 
free of dividend reductions. The fact that the fund of assets 
and the withholding of dividends are provided for in the same 
contract is a legal accident only. Economically the “fund” 
and the “‘reserve’’ are quite separate things. It is unfortunate, 
to say the least, that the fund and the reserve should have come 
to be terminologically associated. 

This confusion of the relation of the fund and of the 
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reserve would not be so mischievous if all “sinking funds” 
were of like kind, e.g., deposits made, under contract, with a 
trustee for the benefit of specified creditors, and if all “re- 
serves” were of a like kind, say, withholdings of dividends 
provided for by contract. But just as we saw in Chapter II] 
that items under the caption “bond sinking fund” may be of 
materially different character, so, too, do we find that “sinking 
fund reserves” or “bond sinking fund reserves” are not all of 
like kind. Sometimes there is no contractual obligation to 
withhold at all. The reservation may merely record the non- 
payment of maximum dividends and/or the intention not to 
pay maximum dividends, that is, it may merely show the exist- 
ence of a surplus. The withholding may be made with a view 
to retiring a debt without refunding and without diminishing 
the book value of assets below the amount shown immediately 
after the debt was incurred. But since there may be an inten- 
tion only, it is clear that either the present management or 
their successors in office may alter the adopted policy. A con- 
tractually prescribed reserve has for the time being most of 
the effects of a like increase in capital stock. A voluntary 
reservation has no such effect. 

The significance of balance sheets to creditors and prospec- 
tive creditors could be materially improved if distinctive terms 
for the several kinds of funds and for the several kinds of re- 
serves could be agreed upon and uniformly employed. Pending 
this enrichment of nomenclature, an accountant who wishes to 
be precise can be so only by a fuller description, either on the 
face of his statement, which is preferable, or in footnotes not 
detachable from the statement. 

“Reserve for replacements” may or may not contain an 
element of allowance for depreciation of the assets for the 
replacement of which a reservation is made. The best practice, 
in the sense that it is more clearly informing, excludes the al- 
lowance for depreciation. If an asset has really declined in 
going concern value since its acquisition and if the balance 
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of the asset account has not, itself, been correspondingly re- 
duced, then somewhere in the balance sheet the accountant will 
have introduced a valuation account. Preferably the amount 
of this should be separately stated, but unfortunately, this is 
not always done. If it has become highly probable that a 
building must be replaced with one of like kind, but at a higher 
initial cost, instances have been found by the writer in which 
the “reserve for replacement” account is intended to accumu- 
late to the estimated cost of rebuilding. The increments to 
this account, therefore, are, on the average, greater than the 
increments to an account that is intended to grow only to the 
magnitude of actual cost less scrap value. To set out this 
larger balance in place of the smaller is to mingle what is usu- 
ally a valuation account with what is usually an element of 
surplus. 

For the sake of uniformity the accountant who wishes to 
reflect in his balance sheet the measure of withholding neces- 
sary to provide for the excess of rebuilding cost over actual 
cost should show separately the usual allowance for deprecia- 
tion and the element of surplus withheld to finance the in- 
crease of future over past cost. The one item is an element 
of surplus; the other is a mere valuation account. The writer 
has found no instance in which a certified public accountant, 
after having determined an allowance for depreciation that 
seemed proper to him, has set up a reserve for replacement 
smaller than his estimate of accrued depreciation on the ground 
that replacement can be made at a cost less than original cost. 
That is to say, a “reserve for replacement’? may sometimes 
contain an undisclosed element of surplus, but, apparently, 
professional practice never permits the substitution of a smaller 
rebuilding reserve for a larger depreciation reserve. 


“Reserves for Contingencies.”—‘“Reserves for con- 
tingencies” standing alone is always an unsatisfactory term to 
the reader who has to rely on the balance sheet. The writer 
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has found items with this or similarly vague titles, included 
among liabilities, among elements of surplus, and in sections 
lieaded ‘‘reserves,” that were not on their face clearly liabili- 
ties, clearly surplus, or clearly valuation accounts. Not even 
the section in which the item appears is conclusive. “Reserve 
for contingencies,’ appearing among the liabilities, has been 
found upon investigation to merge in one figure: 


1. A possible loss upon a disputed account receivable. 

2. A possibility of a customer’s recovery in damages for de- 
fective goods sold and paid for. 

3. An allowance for loss on notes and bills negotiated by 
endorsement—not the estimate of the liability, but of 
the loss resulting therefrom. 

4. The balance of excessive provisions made in earlier years, 
despite the fact that the “contingencies” with respect 
to those years had become extremely improbable. 


This last is an exceptional case, to be sure. In the great 
majority of cases when this entry appears among the liabili- 
ties, it will be found to express the accountant’s estimate of : 


1. True liabilities, admitted to exist, the maximum amounts 
of which could only be estimated. 

2. True liabilities that in all probability will never have to 
be paid, as is often the case in subscribers’ liability on 
stock issued, but not wholly paid for, in corporations 
that show every indication of success. 

3. Claims that can be pressed only upon a future factual 
contingency more or less likely not to happen. 

4. Claims asserted by creditors but not yet proved by them 
to the auditor’s satisfaction nor admitted by the debtor. 


Since all these listed matters are matters of legitimate 
doubt, the meaning of the total is clear; it is the accountant’s 
estimate of the maximum amount of doubtful items which 
may become due by reason of operations, transactions, or other 
events that have occurred before the balance sheet date. If 
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many independent items enter into the total, the chance that 
the whole sum may become due is, of course, the product of the 
chances of the several items. Carefully employed in this way, 
and accurately and fully described, this item is a truly valuable 
item of information. 

If this practice is followed, “surplus” as a separate figure 
is generally an understated figure, but the range and limiting 
values of surplus are clearly exhibited. That is to say, the 
accountant’s figure for surplus (items) is one that he does not 
expect to have to reduce by reason either of liabilities arising 
out of past operations or of overvaluations of assets held on the 
balance sheet date. On the other hand, he does expect some 
increase to be made; and the maximum limit of this increase 
is the sum of “reserve for contingencies” plus any present 
undervaluations of assets. “Reserve for contingencies” that 
the event proves to be in excess of actually maturing claims is 
credited back to surplus. Undervaluations of assets inevitably 
find their way into surplus, either by explicit entry or by de- 
creased future charges for depreciation and other expense. 

“Reserve for contingencies’ among the valuation accounts, 
if a separate section is given over to them, is relatively rare. 
No uniformity in its makeup appears in the instances of it that 
have come to the writer’s attention. Perhaps it is only a chance 
occurrence, but it is true nevertheless, that the balance sheets 
that do place the item thus commonly bear implications of an 
unwillingness on some one’s part to permit the statement to 
give a clear picture. 

When the item appears in the capital or net proprietorship 
section of corporations that have enjoyed a long history of 
prosperity, it may almost always be considered either as an 
amount of surplus which the directors intend not to diminish 
by distributions, or as an amount which they will diminish by 
dividend payments only in the event of a temporary period of 
reduced profits, or of losses, and even then only after prosper- 
ous conditions have returned. But when it appears in the sur- 
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plus section in the statements of new corporations or of cor- 
porations that have had a stormy career, the best guess is that 
the surplus is overstated. Of course, this may not be the case, 
but the reader should look beyond the balance sheet. 

With respect to “deficits” exhibited as such in the balance 
sheet, the writer can say that no case has been investigated in 
which a deficit, when expressed by a certified public accountant, 
was not real. Unfortunately the converse cannot be stated, nor 
can it be said that the deficits that do appear tend, on the whole, 
to be as great as the really existing deficits. As will be more 
fully discussed later, the commonest case of overstatement of 
surplus and of understatement of deficit arises out of excessive 
valuation of assets taken over in exchange for stock issued, 
particularly in new corporations. 

By and large, it can be said here, in anticipation of the 
discussion of valuation to follow, that large surpluses, particu- 
larly of old successful corporations, are understated and that 
small surpluses and deficits, particularly of new corporations, 
declare a state of affairs better than that which exists. A 
somewhat crude but illuminating corroboration of this can read- 
ily be made by the reader. If he will merely make parallel ar- 
rays of the successive book values of stocks selected at random 
and of the market prices on corresponding dates, giving due 
weight, of course, to the dividend-paying record, he will be 
able readily to see the two extremes emerge. Another easy 
but not very reliable test is that reflected by the income taxes 
paid as compared with the sum of dividends declared and in- 
creases in surplus, after adjusting for stock dividends, new 
issues, etc. 


“Book Value” of Shares.—Quite apart from what is, and 
what is not surplus or elements of surplus, and quite apart 
from the diverse origins of surplus, is the question of bene- 
ficial interest in whatever surplus exists. Balance sheets, for 
some reason or for various reasons, seldom show how the 
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interest in an existing surplus is divided among the several 
stock issues. Some issues by specific contract can never par- 
ticipate in the gains of the issuing corporation beyond the fixed 
rate of preference dividends. Surplus beyond an amount neces- 
sary to assure the meeting of the dividend requirements is a 
matter of indifference to holders of such shares. To the extent 
that events prove the real existence of a surplus, the entire 
beneficial interest in surplus, no dividend arrearages existing on 
preferred stock, is in the holders of the junior issues. But not 
all preferred stocks are of this kind; and the variety of modes 
of participating in surplus distributions is great, indeed. 

About the only attempt to show a division of interest, as 
between issues, in an existing surplus which one occasionally 
sees, is an expression of the amount of dividend arrearages 
(passed dividends) on preferred stock. If a corporation has, 
let us say, an issue of $100,000 of 7% non-participating cumu- 
lative preferred stock, $100,000 of common stock, both issues 
being divided into $100 par shares, and a surplus of $100,000, 
and if for any reason no dividends have been declared on the 
preferred shares for three years, the beneficial interest in the 
proprietorship is divided between the shares as follows: 


Preferred shares: 
Ultimate redemption claim (usually 


PODS ae eeren ae terak INS $100,000 
Interest in present surplus by reason 
Of, DasseciGivad MG Serres else st 21,000 
————_ $1121 ,o00 


Common shares: 
Ultimate redemption claim (usually 


DAL) eee eee ene ees $100,000 
SUPP lus AbtaACHINS seemewy tert ayer 79,000 179,000 
Total interest in net proprietorship............. $300,000 


That is to say, the “book value” of the preferred is $121 
per share, and that of common shares is $179. 
But if the preferred shares participate share and share alike 
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with common shares after each has been paid 7% per year, 
these book values would usually be very different. If the com- 
mon. shares have had total dividends per share equal to those 
paid on the preferred, the “book values” per'share of the two 
issues would be equal; for the existing surplus is greater than 
7% per year on the two issues for the years in which no divi- 
dends have been made. If the shares participate, but not 
equally after 7% to each, still another set of figures would 
result. 

This problem of “book value” of shares seems not to have 
attracted much attention either on the part of accountants or 
of writers on accounting. Beyond a footnote on preferred divi- 
dend arrearages or a segregated item of surplus shown in an 
internal column, little help can be got from the balance sheet 
toward segregating the interests in surplus. Both stockholders, 
prospective stockholders and those who lend on stock as col- 
lateral security, would undoubtedly benefit by such an analysis. 
But, as was noted earlier, only one basis of analysis is, in gen- 
eral, possible on the face of the balance sheet."® 

If analysis is made of the same amount on two separate 
bases, there must either be a series of items not incorporated 
into the total, or a supplementary exhibit must be prepared, 
or different balance sheets must be made for different sets of 
users. What is said of “book value’ analysis above should not 
be taken as an adverse criticism of the prevailing mode of 
analysis; it is merely to point out that at least one alternative 
analysis not often made would be useful im addition to the one 
usually made. 


Special Purpose Balance Sheets.—Just why the public 
accountants have, in the main, fought shy of organizing bal- 

“Tf the primary analysis is on the basis of source, e.g., initial surplus, 
surplus subsequently contributed by stockholders (premiums on later is- 
sues), surplus by appreciation, and surplus from operations, in excess ot 
all dividends declared, it would be a purely arbitrary as well as a confusing 
procedure to subdivide any or all of the foregoing items into “interest at- 
taching to preferred stock,” “interest attaching to common stock,” “dividend 
arrearages,” etc, 
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ance sheets freely with respect to their clients’ principal need 
for information, and have tended, on the whole, to prepare 
“all-purpose” balance sheets, is impossible to’ determine. Cer- 
tainly it cannot be because they do not possess the ingenuity 
necessary to bettering the usual form of analysis with respect 
to any one class of interested persons; nor is it because they 
lack appreciation of the differences in needs for information 
as between one class of interested persons and another. “Bal- 
ance sheets after giving effect to proposed financing,” “pro- 
forma balance sheets,” ‘“‘the Federal Reserve Board” forms of 
balance sheet, which have become familiar to all, are evidence 
enough both of ingenuity and of awareness of the special needs 
of particular groups. Perhaps as good a guess as any is that 
suggested by Montgomery *” when he says: 


There is much truth in the claim (of the advocates of special pur- 
pose balance sheets) that more balance sheets are prepared for the use 
and assistance of clients who are not interested primarily in seeking 
credit than are prepared for credit purposes, but as long as the auditor 
has no practicable method of restricting the ultimate use of the balance 
sheet which he submits, he is forced to assume that in every case the 
balance sheet may be submitted to credit grantors.18 


Careful inspection of many balance sheets that have ap- 
peared within the last decade prompts the inference that public 
accountants have had the banker’s need for information more 
prominently in mind than any other’s, or that, alternatively, 
the short-term credit grantors have been able more effectively 
to express their displeasure over balance sheets in which their 
requirements are not given precedence than have other groups. 
The writers on auditing within the same period show a con- 
siderable degree of preoccupation with the creditor’s reception 
of their statements. 

The day may come when public accountants will elect to 
serve notice in the headings of their balance sheets that one 


* Auditing Theory and Practice, 4th ed., Vol. I, p. 433. 
8 Italics are author’s. 
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who employs the statement for any purpose other than that for 
which it is stated to have been made does so at his own risk. 
Or the public who resort to balance sheets for information may 
come to appreciate the fact that the all-purpose balance sheet 
must not be too specially interpreted. , 

That readers who are statistically untrained are likely to 
make wrong inferences from a special-purpose statistical ex- 
hibit is the common observation of all statisticians—not of 
accountants only. Accountants, like other statistical workers, 
must make a choice. Either they must define and limit the ob- 
jects of their statements and let all who employ the statements 
beyond the limits take the consequences, or they may try to 
make their statements as nearly fool-proof as possible. If 
they elect the first course, they can be sure of much criticism 
from those who, disregarding the warnings, burn their fingers. 
This criticism is likely to take that effective form of with- 
drawal of business. If they elect the other, they incur the 
charge of being superficial and formal. But certainly it is 
illusory to hope that any all-purpose balance sheet can ever 
be well suited to each legitimate class of use; statistical com- 
promises are never successful statistically. 


CHAPTER VI 
GROSS INCOME 


In the four chapters next preceding this one, an attempt 
has been madeto lay before the reader a comprehensive quali- 
tative analysis of the terms which enter into the so-called fun- 
damental equation of accounts. The nature of the interrela- 
tions among the terms has been enquired into to ascertain 
whether we are dealing with an expression of mere equivalence 
or with one of identity. But an understanding of the mere 
nature of assets, of liabilities, and of proprietorship, and a 
comprehension of the interrelations among these terms, is not 
a sufficient condition to an interpretation of accountants’ state- 
ments. Not to know the nature of the things measured limits, 
to be sure, the serviceability of any set of quantitative measures, 
no matter how familiar one may be with the method of meas- 
uring employed. On the other hand, to rest content with a 
knowledge of the nature of the items without a knowledge of 
how the measuring is actually done, is to run the risk of serious 
fallacies and confusions in drawing inferences from the nu- 
merical valuations. 

But to proceed directly to the discussion of the accountant’s 
valuation procedure without at least an introductory discussion 
of his treatment of income and of expense would be to invite 
failure of full comprehension both of the significance of the 
things measured and of the meaning of the many numerical 
interrelationships among the measures themselves. Every one 
who is really familiar with accounting procedure knows it is 
difficult to draw valid and reliable inferences from accountants’ 
statements even when one’s problems are those with which the 
accountant is dealing directly. But it is much more difficult to 

89 


go THE ECONOMICS OF ACCOUNTANCY 


avoid errors of inference in employing data drawn from ac- 
countants’ statements in the study of problems that are not the 
problems uppermost in the mind of the accountant when he 
determines his procedure. : 


The Income Concept 
Irving Fisher writes: * 


I believe that the concept of income is, without exception, the most 
vital central concept in economic science and that on fully grasping its 
nature and interrelations with other concepts largely depends the full 
fruition both of economic theory and of its application to taxation and 
statistics. 


Unless, indeed, he means to include accounting theory within 
economic theory and to include accounting procedure within the 
statistical applications of economic theory, he should certainly 
have added accountancy to the list of fields of learning within 
which clear notions of income consistently and intelligently 
adhered to, are essential to progress and success. Whether the 
writers on accounting theory have on the whole done better 
or worse in their analysis of the income problem than the 
economist, the statistician, and the students of taxation, is hard, 
indeed, to show. But the practices which are commonly em- 
ployed in accounting, at least to the extent that public account- 
ants accept them, constitute an analysis of a portion of the prob- 
lem of income that compares most favorably with the analysis 
of income made by other professions. 

Nevertheless, the writer believes that the accountant’s pro- 
cedure in dealing with income is, in some respects, the least 
satisfactory part of his procedure. And while the procedure, 
accurately described in general terms is, comparatively, a re- 
spectable procedure, it is felt that a considered analysis of the 
problems of enterprise income is more likely to become the 
foundation of improvements in accounting practice than is any 
other kind of study. 


* American Economic Review, Vol. XIV, p. 64. 
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The Economist’s and the Accountant’s Income Problems. 
—It is of the utmost logical importance that economists who 
refer to the work of accountants for measures of income should 
clearly see the differences between the general economic prob- 
lem of income and the accountant’s problem of income. The 
income problems of the two professions are very unlike both 
with respect to what is included and to what is excluded; the 
primary objects of their analyses are different; the relative 
importance properly attached by each of the professions to 
what appear to be elements common to their problems is 
different. 

The economist is concerned with the incomes of persons, of 
groups of persons, of society in general. The accountant 1s 
concerned with income as it emerges in enterprise relations; he 
undertakes to show to whom the beneficial interest in income 
runs, but he is not concerned with the use to which the bene- 
ficiary turns his income. The ultimate concern of the economist 
is with the subjective appreciation of income; objective valua- 
tions of income are to him indexes of that appreciation. The 
accountant is not, as an accountant, concerned with subjective 
appreciations at all; his care is devoted to determining a proper 
dollar measure. Nor has the accountant anything to do with 
the problem of distribution. To be sure, he endeavors to ex- 
press correctly the amounts paid to each person and the reasons 
for the payment; but whether a particular payment is an ele- 
ment of what the economist calls rent, or interest, or wages, or 
profits, is a proper matter of indifference to him. He has con- 
cluded when he correctly describes the class of enterprise op- 
eration or transaction that has given rise to the payment. The 
great preponderance of enterprise income, nowadays, inures 
in the first instance to corporations. The accounting for income 
of corporations differs in no essential way, so far as account- 
ants are concerned, from accounting for the incomes of enter- 
prises in which the proprietor is a natural person or persons. 
The economist, on the other hand, is not ultimately concerned 
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with the incomes of corporations at all; he is interested in the 
matter of what natural persons benefit by these incomes (and 
who is injured by them), as well as in the question of when 
the benefits become available to natural persons. 

With social income, as the economist conceives it, the ac- 
countant has nothing to do. Whether the income arising out 
of enterprise affairs is associated wholly with a concomitant 
beneficial service rendered to society or is totally divorced from 
such a service, is not for him to inquire into. Whether a profit 
is a wholly speculative one gained at the expense of another, 
losing speculator, or is a profit arising from the sale of goods 
that allow a large consumer’s surplus to all purchasers, is no 
concern of the accountant. 

The accountant pays little attention to what the economists 
call “real income” and “final objective income,” in contradis- 
tinction to money income. Indeed, in what accountants ex- 
plicitly refer to as income or expense, they pay no attention to 
changes in purchasing power at all; their income is dollar in- 
come. The amount of this dollar income, as will readily be 
seen, is not unaffected by changes in the purchasing power of 
money, but as we shall see, the influence is due to the methods 
of valuation employed and not to a conscious attempt to set 
up a “purchasing-power accountancy.” 


Confusing Terminology.—Differences between the prob- 
lems of the two professions cannot be shown, however, to ac- 
count for all the differences in the meaning of the terms 
employed in discussing income, nor can the differences in 
problems account for all the differences in modes of measuring 
income. One finds the terms “gross income,” “gross receipts,” 
“gross earnings,” “gross revenues.” Any two or more of these 
terms are likely to be found in use as synonyms. On the other 
hand, attempts are made to show distinctions, but there is no 
agreement as to the distinctions to be observed. In some at- 


tempts to differentiate, one term will be said to include all that 
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is included in the other, and something in addition. In other 
attempts, each term will be said to include something not in- 
cluded in the other. The like confusion exists in the terms 
that refer to net income. ‘Net income,” “net profits,” “surplus 
for the year,’ “net earnings,” “nét gains,” “net revenues,” 
are all commonly found. No given difference between any two 
of them can be said to prevail. Intermediate between the gross 
and the net amounts are to be found a host of items all without 
generally observed meanings. ‘Net operating revenue,” “net 
income from operations,” “net income before depreciation,” 
“net income before interest and taxes,” and so on, appear in the 
statements of all manner of enterprises. 

A diligent search of the literature of accounting discloses 
an astonishing lack of discussion of the nature of income. One 
could hardly expect that the profession which, above all others, 
is most constantly engaged in the statistical treatment of in- 
come should have found almost nothing at all to say about 
the nature of the thing they measure so carefully. Nor could 
one have expected that the academic writers on accounting, 
many of whom are economists and statisticians as well as stu- 
dents of accounting, should have paid so little attention to this 
lack of definition and should, apparently, have made little effort 
to supply the wanting proposition. But the failure to define 
is plain; and even those semblances of definition that one finds 
break down when put to the test; for they do not fit, even ap- 
proximately, what the accountants do. Just why this state of 
the writings exists can be a matter of conjecture only. Do 
accountants suppose the nature of income to be so plain and 
obvious that a definition of it is not needed, even by beginners 
and by the public who read their statements? Do they, on the 
contrary, suppose that no generally serviceable definition is 
possible? Or have they never considered the difference between 
the nature of a thing and the measurement of the amount of 
it? Probably none of these extreme guesses is anywhere near 
the mark. 
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But when one attempts to read what is written on the 
measurement of income both by the practitioners and the aca- 
demic students, one essays a task indeed! From the introduc- 
tion of the rules for debit and credit in the most elementary 
texts, to the conclusion of the most comprehensive manuals, 
handbooks, and treatises on theory, the problem of measur- 
ing income continually crops up. Not only are long sections 
of the books expressly devoted to it, but also the interrelations 
between the amount of income and the other numerical values 
that go into the reports come in for incidental discussion at all 
points. 


Income of a Specified Period.—Nearly all of this discus- 
sion of determining the amount of income, however, is limited 
to the measuring of the income that is attributable to, or is to 
be assigned to, a particular time-period that is past. The pre- 
occupation of the accountant is with the question of what is 
the amount of the income of a particular year or series of 
years in the past—not with income as a continuing, flowing 
thing extending indefinitely into the future. Simple, contrac- 
tual incomes of specific increments afford the chief exception. 
There is very little space given to the consideration of the ulti- 
mate statistical effects that must result from the succession of 
periodic measures and subsequent numerical adjustments of 
those measures. 


“Ultimate Total Income” Defined 


When one goes beyond what is said about determining 
annual incomes and considers the inevitable, ultimate effect of 
the procedures employed, it becomes possible to phrase a gen- 
eral definition of income that does qualitatively fit that which 
the accountant will ultimately have treated as income.” This 

*In Chapters IT to V inclusive, the term “income” was employed as a 
synonym for services (of whatever nature). As noted (page 14), this is in 
accord with certain economists’ usage but not in accord with the accountant’s 


meaning. Hereinafter, where the context does not show plainly the sense 
in which the term is used, it will not be used without some qualifying word. 
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can be done both with respect to what may be, for the moment, 
called ultimate total income and ultimate net income; and quali- 
tative descriptions may also be given to many useful partial 
summations intermediate between these two. 

Ultimate total income is the final fruition in money both 
of the enterprise assets and of those other ‘services not listed 
as assets that prove, nevertheless, to have the economic attri- 
butes of assets.® It is a final conversion into money receivings 
of all those services of whatever nature and from whatever 
sources that have been devoted to, and employed in, the affairs 
of the enterprise. Note that it is not money but the conversion 
into money through exchange or otherwise. The amount of 
the conversion is numerically equal to the amount of the money 
so acquired, just as the amount of a sale is equal to the money 
obtained, or to be obtained, as a result of the sale. The money 
is an asset; and so long as it continues to be held for use in the 
enterprise, it derives its importance from anticipated future 
services for which it can be exchanged. Its valuation, in the 
economic sense, is derived from its anticipated enterprise serv- 
ices. The money and the income, the incoming of money, are 
as clearly distinguishable as are the growing of trees and the 
trees that have grown. 

No pretense is made that this term, ultimate total income, 
or any other corresponding to it is in use among accountants, 
but a quantity does inevitably come into existence, the valued 
items of which have the common qualitative nature attributed 
to this term above. It is, in a sense, only a concept implied in 
what the accountant does. The concept has a number of con- 
veniences. The most important of these is that it describes 
a real thing, real not only in the sense that it inevitably results 
from what accountants do, but also in the sense that it de- 
scribes an actual state of affairs. It is a matter of fact. 

Being a real fact that marks, in a way, the terminus of the 
accountant’s work in income, it is a useful landmark upon 


#See Chapter I=. 
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which to set a course in observing what the accountant does on 
the way to this goal. 


Ultimate Total Income Illustrated.—An examination of a 
few familiar instances of this final total income may serve to 
show its significance as well as to show how difficult it is to 
determine partial or intermediate incomes. Suppose by the 
terms of a will $1,000 have been paid into the hands of a trus- 
tee to be invested and accumulated for the benefit of a child 
one year old. The fund is to be realized in money and given 
to the child upon his attaining the age of majority. Here we 
have all the necessary elements of a separate enterprise. Sup- 
pose that among the first investments is a tax-free, non-interest- 
bearing note with ten years to run, bought at $613.91. At its 
maturity the debtor pays to the trustee $1,000. With respect 
to the entire period from the time money is paid for the note, 
to its surrender for money, there has been an earning of money. 
The amount of that earning is the amount of money brought 
in as a result of the operation, the difference between what was 
paid and what is received, or $386.09. This, again with respect 
to this operation only, is the final total income. Suppose now 
that with $200 of the original trust money two shares of a 
7% preferred stock in Company A are bought, one is held 
throughout the twenty-year period and is sold for $110. Dur- 
ing the period the twenty dividends of $7 each on this held 
share were paid to the trustee. Clearly an earning has oc- 
curred here also. From the beginning money status to the 
terminal money status the amount of bringing in, as distin- 
guished from what was there at the beginning, is $150, i.e., is 
equal to the number of dollars brought in. But suppose that 
the other share of stock in A were held for one year and sold 
for $110. Immediately the trustee bought a share of stock in 
B for $110. This he held for one year, received a $7 dividend 
upon it, sold it for $115, and again bought a second share of 
Company A’s preferred stock at $115 which he held until the 
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end of the trust period. At this time he sold it for $110. 
Here we have three separate money-to-money operations, the 
final total incomes of which are $17, $12, and $121, respectively. 

Without specifying the nature of the investments of the 
rest of the original fund or of the interim dividend and other 
receipts, suppose that the total turned over to the beneficiary 
at his majority was $1,790.85. The amount of final total 
income with respect to the enterprise is $790.85, the difference 
from money-beginning to money-conclusion. All of these are 
absurdly simple, the reader may feel. But if one pays no atten- 
tion to the necessary ultimate results, the significance of what 
the accountant would report at one-year intervals might easily 
be lost. 


“Ultimate” and “Annual” Income.—Consider what the 
accountant would find as the annual income for the shares of A 
stock. Consider first the share held for the full twenty years. 
For the first nineteen periods the incomes shown would be $7 
in each period. In the 20th period the amount would be $17. 
For the other share the first year’s income would be $17. 
During the second year, no share of A being held, no income 
appears. During the next seventeen periods, assuming that 
“market” does not fall below $115, incomes of $7 each will 
appear ; and in the final period an income of $2 only will show. 
For in this last period a “‘loss,” a difference between buying 
and selling prices, will be permitted to diminish the year’s 
income. Note particularly that at the beginning of the third 
year the trustee is no better off than he would have been if he 
had held the two shares throughout the two-year period. But 
the accountant will have shown more income for those two 
years than he would have shown had the two shares been held 
continuously. The accountant will not in general consider as 
income the increment in market value until the shares are sold. 

Consider next the “non-interest-bearing note.” If no rea- 
son for doubting the final payment in full should arise in the 
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ten-year period of this note, an annual increment of income * 
calculated at the “yield” rate (in this case at the rate of 5% 
per year compounding annually—although there is, of course, 
no compound interest paid or agreed to be paid) will be credited 
to income. The amounts of the successive increments will 
therefore be amounts ascending at a common ratio of 1.05. 
The note account or an adjunct accumulation (valuation) 
account will be periodically debited, and will be given effect in 
the balance sheet. : 

The extremely simple character of the enterprise discussed 
above, together with the extremely simple kind of operations 
entered into, makes the income problem with respect to single 
operations easy. But the moment expenses not incurred wholly 
with respect to and because of a specified operation are en- 
countered, a different problem is met. ‘In the ordinary mer- 
cantile or manufacturing enterprise it is wholly impossible, 
except by purely arbitrary methods, to disengage the elementary 
operations, complete from cash to cash, from one another. Ex- 
penses are incurred that cannot be allocated to particular sale 
contracts except by methods of which one can say nothing more 
favorable than that the arithmetical calculations may be correct. 
The only final total incomes we can find that we can say are 
facts are those determined as between the dates upon which a 
proprietor begins and quits an enterprise or between the dates 
of founding an enterprise and of its final winding up. 

Obviously, no one contemplates running one of our great 
modern enterprises without some income reports at relatively 
brief intervals. It is equally obvious to all who have consid- 
ered the actual conditions that face the accountant that no an- 
nual measure of income, not even gross receipts of money, can 
be looked upon as a matter of fact, And what is set out as a 


*Some accountants, in the “disposition of income,” will credit a “deferred 
income” or other such balance sheet item rather than an undifferentiated 
surplus or other proprietary account, but this is no longer common so far 
as an “accumulated discount” becomes a component in the net adjustment 
of the net proprietary accounts. 
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measure of net income can never be supposed to be a fact in 
any sense at all except that it is the figure that results when 
the accountant has finished applying the procedure which he 
adopts. 
The ultimate or final income, with respect to a proprietor’s 
whole tenure in an enterprise, which the accountant’s completed 
procedure finds is in entire accord, both in nature and measure, 
with what Professor Fisher calls “realized money income.” ® 
This is true both as to the gross and the net amounts. But 
neither the gross annual income nor the net annual income 
found by the accountant bears more than a rough correspond- 
ence, either in nature or amount, to any concept or measure 
of annual income that economists speak of in their writings.® 


‘ 


Gross Income of a Period.—No brief qualitative defini- 
tion of gross income can be accurate in the sense that it con- 
forms to the practice of public accountants; for practice is not 
uniform. However, the lack of uniformity is not great enough 
to make an attempt at a “best fit” definition useless. But fair 
approximation to accuracy is not enough; for if the proposi- 
tion can be employed only by those who need no definition as 
a guide, the labor of phrasing the statement is wasted. To be 
convenient a definition must enable the person employing it 
to determine whether any elementary item under observation is, 
or is not, a component of gross income. Furthermore, when 
this person finds an item of gross income or a summation of 
gross income he needs to know the real meaning of the propo- 
sition, not merely to remember the “form of words,” if he is 
to make reliable inferences about its importance. 

°See his “Nature of Capital and Income,” citations indexed under 
“realized income” and “money income.” 

° There are, to be sure, a good many definitions to be found that could 
be stretched to cover what accountants do, but they are either so vague as 
to be useless as guides, or else the writers of them show in the accompany- 
ing text that what they really have in mind to include is very different 
from that which the accounts treat as income. Some economists have im- 
puted to accountants measures that the latter do not adopt. Fisher’s 


“standard income” is an example. This will be discussed more fully in 
Chapters VIII, XIII, and XIV on valuation. 
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In a book of this kind the definition of gross income is of 
critical importance. But the writer has been unable to find 
anywhere in the literature either a simple definition, or a simple 
set of propositions amounting to a definition, that satisfactorily 
meets the tests just proposed. Nor has he ever been able to 
phrase a definition of his own that, tested upon good students, 
seemed to be a sufficiently apt one on the score of convenience. 
Here, where the writer can have no means of correcting a 
wrong impression, it seems needful to buttress the major propo- 
sitions employed with many partial restatements and many 
comments upon their meaning. While the writer feels that 
the propositions to be made are at least as good as any in the 
literature, he would be the last to wish for their adoption apart 
from what is said about their meaning and apart from what is 
to be implied from the whole section on valuation. 

The gross income of a specified period is a mere summa- 
tion. It is ameasure only. It is the summation of the amount 
of gross operating income plus the amount of gross financial 
income. It is a summation only, both because the nature of the 
two classes of income have nothing in common that is peculiar 
to gross income, and because the methods of measuring (not 
the unit of measure) of the two kinds of income are different. 

That there are two kinds of gross income distinctly to be 
recognized and separated is made evident in many ways. Sepa- 
rate summations of classes of items corresponding to the two 
foregoing kinds of gross income are commonly found in the 
accountant’s statements. Whenever there is any gross income 
other than gross operating income one seldom sees, in the ab- 
sence of governmental regulation, a formal total of gross in- 
come in the accountant’s statements. When segtegations are 
made into more than two items not formally added into a single 
total it will, nowadays, almost never be found that financial 
items have been merged in any undifferentiated sub-total with 
operating items unless the amount of the financial items is too 
small to deserve a separate listing. 
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It is plain both from the writings on accounting and from 
what is said by accountants in their reports that they have 
regard for a summation of the two classes of gross income, 
whether they express that summation in a single figure or not. 
An examination of things treated as operating income shows 
that these do have qualitative aspects in common that are pe- 
culiar to them. This is true also of the items of what are here 
called financial income. The natures of these classes will now 
be discussed in detail. 


Gross Operating Income of a Period 


When professional accountants speak of the gross operating 
income of a period they mean the fruition in money (or the 
equivalent of money), effected within the period, of all those 
elementary services which are the components of enterprise 
operations. 


The Fruition in Money.—Note that it is the fruition in 
money—not the money-fruit—that is gross income. When a 
grocer makes a cash sale, the money he receives is an asset— 
not income. It is the bringing in that is income, it is this last 
conversion in a long chain of events, i.e., of establishing a place 
of business, of equipping the salesrooms, of acquiring stock in 
trade, of preparing the wares for exhibit and delivery, and so 
on, that constitutes gross income. Many objects and persons 
within the establishment will have rendered non-monetary 
though valuable services to the grocer that are necessary ante- 
cedents to this final service of the object sold. It is this final 
service only, this service of bringing in money, that counts as 
income. To the extent that these antecedent services are 
applicable to future sales, future bringings-in of money, the 
grocer has assets—not income. Ina “‘cash” business the income 
cycle and the operation cycle are co-terminous. The cycle 
begins with money passing from the proprietor; it ends with 
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the receipt of money that cannot be recovered by the person 
paying it. 


The Equivalent of Money.—In many. connections this 
term means only “money’s worth,” but in the accounting litera- 
ture on income it has a much more restricted meaning. In the 
latter connection it almost always means “an ascertained or 
unconditionally ascertainable obligation to pay money within 
the customary trade-credit period provided that period does not 
exceed one year.” Moreover the receipt of this money, when 
paid in, must be a receipt that constitutes a fruition—not a 
mere change-making. In accounting for most mercantile and 
manufacturing concerns that sell on short-term credit, the re- 
ceipt of the unconditional promise to pay money is treated as 
income in just the same way as the receipt of money is treated 
in “‘cash” businesses. The date of the sale, rather than the 
date of collection, determines the period in which the income 
will be counted. 


Effected Within the Period—To give an accurate and 
comprehensive expression to what the accountant considers to 
have been “effected within the period” is difficult. Paton, 
whose detailed discussion of this problem is the best in the 
literature says, in part :* 


. . there are many important considerations of law and business 
expediency to be recognized in the computation of gross income. The 
ascertainment of the revenue figure is a problem in itself, . . . Indeed 
the development of methods by which the amount of gross earning 
may be determined on a rational basis is one of the most serious task 
facing the accountant. 

For the accountant the problem of assigning income credits to a 
particular period simmers down to the question, what is the proper 
criterion of revenue? What is the satisfactory test or evidence of 


7 


7 Acounting Theory, pp. 443-444. The student is particularly advised to 
read his Chapter XIX, “Criteria of Revenue.” It will be noted that although 
he distinguishes between net income (or net profits) and net revenue 
(elsewhere in his book) he employs “gross revenue” as a term interchange- 
able with “gross income.” 
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revenue? When is revenue realized? Or, putting the matter more 
specifically in terms of the accounts, what shall be the signal or oc- 
casion for credit entries in the revenue account ? 


Most commonly the fruition will be considered to have 
occurred when that stage of a particular kind of operation has 
been reached at which all the following conditions are fulfilled : 
(1) the future receipt of money within one year has become 
highly probable; (2) the amount to be received can be estimated 
with a high degree of reliability; (3) the expenses incurred or 
to be incurred in the cycle can be estimated with a high degree 
of accuracy. The first two conditions relate particularly to 
gross income itself. There must be little room to doubt that 
the receipt will occur within a year and no substantial amount 
to be received must be subject to doubt. The third condition is 
made necessary because doubt as to the amount of net income 
and as to the successive partial summations lying between net 
and gross must be reduced to a conservative minimum. 

It is not asserted that acountants consciously consider the 
three classes of conditions set out in the preceding paragraphs. 
Perhaps many do; and there is evidence in many reports that 
all these have been considered. On the other hand, the writer 
has not found a formal expression of these conditions any- 
where. They are expressed here merely as approximately 
descriptive of what actually results in prevailing practice. 

It can be said with assurance that recent practice is tending 
toward finding the critical stage earlier and earlier in the cycle 
of operations. This does not mean that accountants are becom- 
ing more willing to take chances in their estimates. There is, 
rather, less valid ground for doubting the reliability of income 
measures in the statements of recent years. Accountants have 
learned more about estimating income; they have more and 
better statistical records with which to work. Moreover, busi- 
ness operations themselves have become more stable materials 
with which to work. One of the clearest indications of the 
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latter condition is the decline of the ratio of inventories to total 
assets that one can readily see in published statements. 

There are many stages in the cycle of operations that have 
been made to serve as the critical stage ‘at which income 
emerges. In many enterprises that stage is cash receipts; in 
most great enterprises it is the stage at which the sale occurs 
(or at which the service has been rendered for which a future 
ascertained payment separately becomes due); in some in- 
stances it is the completion of the goods which are contracted 
to be sold even though delivery has not been made or tendered ; 
in a few instances the completion of the goods ready for sale 
even though no sale is made or contracted to be made, is the 
critical point. 


Conservatism, Timeliness, and Reliability— There are 
many comparisons and contrasts of these stages in the litera- 
ture. Far too much of this discussion is given over to the 
relative “conservatism” of the optional stages. But that over- 
worked term “conservatism” is too often a means of calling 
hard names and is too little used in any objective, statistical 
sense. It is quite possible that the receipts of money, in one 
instance, should be less conservative statistically than sales not 
yet paid for in another. Where “cash” sales of non-standard- 
ized goods are made under guaranties of quality or of per- 
formance, the amount of fruition in money that will ultimately 
prove to have resulted from the operation cycle may leave more 
room for reasonable doubt than there is in the case of credit 
sales of other kinds of goods. “Sales allowances” and costs 
of making good on guaranties in the early history of the auto- 
mobile tire industry bulk large in comparison with the bad 
debt losses of manufacturers of expensive jewelry. The fluc- 
tuations of bad debt losses to which physicians are subject are 
much greater than the fluctuations of losses by repudiation of 
orders and bad debt losses together for manufacturers of struc- 
tural steel. Finally, it would be difficult, indeed, to find an 
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estimate of a final, gross fruition in money more “conserva- 
tive” statistically than the amount of gold recovered by a gold- 
mining company even if that gold has not been sold or con- 
tracted to be sold. “Conservatism,” especially when it merely 
means “highly probable understatement,” is not meritorious. 
Nor is “conservatism” in’ any sense more important than 
convenience. With respect to gross income there are two 
great tests of convenience: reliability of the estimate, and earli- 
ness of the expression of the estimate. A “most probable” 
estimate, with indicated probable limits of estimating error, is 
more convenient than a mere estimate of probable minimum. 
Obviously, the earlier one can predict or estimate the ultimate 
effect of what has been done with a given degree of reliability, 
the more confidently all concerned may make plans for the 
future. 

It is historically a fact that each new step of the accountants 
toward recognizing gross income at an earlier stage has evoked 
a storm of criticism from those who like to regard themselves 
as more “‘conservative.” But in the discussion thus provoked 
too little attention has been given to what the reader of the 
statement may safely or “conservatively” do as a result of the 
condition shown. Attention has been directed upon the “‘con- 
servatism” of the statements with respect to what will wlti- 
mately prove to have been the gross income attributable to the 
past period. A special extreme case will illustrate this. 

Suppose a concern all of whose gross income is operating 
income except that implicit in sales prices which imply a 
three-month credit period without explicit interest. Assume 
that all sales are made on go days credit and that no cash 
discounts are offered. Let the books be closed and statements 
made up four times per year. Consider, now, two schemes of 
accounting : 

First scheme: No gross income is shown either on the 
books or in the statements until collections are made. The 
gross income of the three-month period is measured by cash 
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collections only. On the successive balance sheets the inven- 
tories of goods on hand and the goods sold but not paid for, 
are shown at cost. 

Second scheme: Gross income is shown on the books when 
a sale is made. The gross income of the period is the sum- 
mation of sales effected. It is not affected by cash collections 
at all, although, of course, the net income may be. On the 
successive balance sheets, accounts receivable are shown at the 
whole contractual amount less an expressed allowance for bad 
debt losses. 

It is obvious that to the extent of bad debts encountered 
the latter is a less “conservative” estimate of the amount that 
will ultimately prove to have been the actual gross income 
resulting from business completed up to the stage at which 
gross income is first recognized. But of what use would an 
exact figure for an ultimately proved income be to the manage- 
ment or to the banker of whom a loan is requested? Does the 
correctness of the last gross income figure, if it represents 
collections, throw much light on the actual cash resources to be 
available during the next three months? 

If, on the other hand, the second scheme is followed, the 
amount of gross income of one period becomes the maximum 
amount of ordinary cash receipts for the next period. The 
error in estimate of cash resources to become available is 
limited to error in the estimate of bad or slow debts. Ordinary 
cash resources for the next period will be the sum of cash on 
hand, accounts receivable less bad debts, and borrowings made. 
Cash requirements can usually be more reliably estimated than 
cash receipts. Both the management and the banker have, in 
the lasc period’s gross income figure, a value nearly equal to 
the next period’s receipts. Lagged one period, cash receipts 
and gross income will be highly correlated. Unless the error 
in the estimate is very great indeed, the management and the 
banker can “‘conservatively” plan their forward-looking policies 
much more conveniently and safely than if they were merely 
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told the amount of money collected during the last three months 
as a result of sales made more than three months earlier. 

Some, but not all, of this predicting value would be lost if 
the statements were made, annually instead of four times per 
year. Tor the sales volume, represented by accounts receivable, 
for the last three months can be compared with the like figure 
a year earlier. If the amount of cash to come in in the first 
quarter compares favorably with that of the previous first 
quarter, there is not merely an evidence of what is likely to 
happen as a result of sales already made. For the existence of 
that larger volume of sales in the last three months, as com- 
pared with the volume for the corresponding three months a 
year earlier, is favorable to the inference that a greater volume 
of sales will continue into the period now opening. 

Again, if we cut the credit period to thirty days, something 
more of the predicting values is lost, but it is not cut to a third 
of the preceding one. For short-term credits in any particular 
business can be made to show a smaller fluctuation of bad debt 
loss. Increased amounts of accounts receivable as compared to 
the item in the previous balance sheet, since they report the 
results of a shorter period, argue more strongly for a continua- 
tion of large sales into the next month than would a three- 
month exhibit of sales. 

Accuracy with respect to the results of what was done a 
long time ago does not, unfortunately, carry with it a basis for 
determining what may conservatively be embarked upon in the 
future. What may conservatively be done is the all-important 
matter—not what may conservatively be said to have occurred 
under conditions no longer present. 

If instances are to be found in which the goods on hand 
are contracted to be sold to vendees in good credit standing 
and if the vendees can be expected, without expensive compul- 
sion, to perform their contracts, it seems plain to the writer 
that the accountants’ statements would be more convenient if 
they recognized completion of the goods as the critical stage 
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rather than completed sale. They should’show in their state- 
ments, of course, what the stage of recognizing income is. 

The two tests of convenience, reliability and timeliness, are, 
of course, opposed to one another. In any given set of circum- 
stances the further back into the operating cycle one goes, the 
more difficult it becomes to make reliable estimates of that 
future, final gross income that will prove ultimately to be a 
fact. Just how far timeliness should be sacrificed to reliability 
is necessarily a matter to be left to that elusive and intangible 
thing called judgment. The tendency of modern professional 
accounting seems to the writer, though obviously he cannot 
prove it, to be following a middle course. With the improving 
stability of business itself and with the improving technique of 
information-gathering services the accountants seem to have 
managed both an increasing reliability and an earliness of 
estimate. A higher relative evaluation of earliness of report, 
the writer believes, would be generally advantageous. 


The Elementary Services.—By the expression “elementary 
services which are the components of enterprise operations” is 
meant something closely analogous to the economist’s form, 
place, and time utilities. These latter are really utilities only 
in the sense that they represent an elementary analysis of desir- 
able combinations of service. All of the combinations of 
services that enter into enterprise operations are mentally 
resolvable into these economic elements. Accountants, how- 
ever, do not make this analysis, nor is there any occasion for 
them to do so. A building may give rise simultaneously to 
two or more of these utilities. Its structural strength may be 
a necessary adjunct to moving parts of machines engaged in 
performing a form utility. At the same time the building is a 
storage place for holding stock-in-trade until a more favorable 
time of sale. The combined services of the building in their 
entirety are the unit services with which the accountant, par- 
ticularly the cost accountant, deals. 
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Fruition.—In an earlier paragraph * the phrase “fruition in 
money” was considered primarily with respect to a money 
fruition. That is to say, only those fruitions that take the form 
of receipts of money or the equivalent of money are there 
asserted to be elements or items of gross income. But not all 
receipts of money constitute fruitions. Fruition implies an 
antecedent development, a conversion of one or more kinds, a 
maturing of something. Some receipts of money imply none 
of these events. A sole trader brings money funds from his 
non-enterprise holdings to the founding of his enterprise; he 
may later add to his contribution, share subscribers may pay 
in their subscription money to a corporation; creditors may be- 
come such by advancing money, and so on. In all these cases 
and many others there are enterprise receipts of money, but no 
enterprise development, no conversion, no maturing is ante- 
cedent to them: there is no fruition; and no accountant treats 
them as gross income. Such receipts are antecedent to opera- 
tions. They neither mark the close nor the prospective results 
of the close of operations, nor do they mark a closing stage of 
any mutually completed part of any transaction. 


The Gross Financial Income of a Period 


The gross financial income of a period consists of the hire 
earnings, effected within the period, arising from grants of 
monied funds made by one person (or persons) to another 
(or others). 


Hire Earnings.—The sense in which this term is used 
here has nothing necessarily to do with either the anticipated 
or the actual earnings of the granted funds in the hands of the 
grantee. Whether the actual funds granted are usefully and 
profitably employed or have been dissipated by mistake or 
intention is not necessarily of moment to the grantor’s ac- 
countant. He is concerned with the earnings arising from the 


® See page IOI. 
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grant—not with the earnings of the fund. Ordinarily not even 
the identity of the fund is ascertainable. The. ability of the 
grantee to pay from any and all future funds, and the amount 
that, under the terms of the grant, is expected to be paid are 
the material matters to the accountant. Only so much of the 
amount expected to be paid as represents an earning for the 
holder of the grantor’s rights within the present period becomes 
gross financial income; that amount of future receipt which 
represents the amount granted never becomes gross income.® 

It makes no difference who the original grantor may have 
been. One who is a successor in interest to an original grantor 
is treated by the accountant exactly as though he had been the 
original grantor. The amount of the earnings on 100 shares 
of United States Steel common now held by corporation Z is 
entirely independent of the number of times these shares may 
have changed hands before Z became the holder. The amount 
of the cost of the shares to Z becomes the statistical point of 
origin from which measurements of gross financial income are 
made during Z’s continued possession. 


Arising from Grants.—‘Grants” is used in a common, 
general sense—not in a narrow or technical one. One who 
subscribes for a share of stock agrees to grant its subscription 
price to the corporation for the entire period that the share 
shall be part of its capital stock. One who takes a share by 
assignment from a subscriber or other previous holder is not 
a grantor, but his rights are those of a successor to a grantor; 
he enjoys the earnings arising under the grant during his 
tenure of the original grantor’s rights. “Grants” is intended 
to include all loans of money and all extensions of money credit 
even for deferred payments for goods or services sold, if the 
difference between selling price and the amount to be paid in 


° Note the difference from gross operating income. The whole sale—not 
the difference between cost or outlay and sales—is gross income in the 
operating accounts; in the financial accounts only the difference between the 
earlier and the later funds, the premium on present over future funds, be- 
comes income. 
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the future is expressed or clearly implied in the bargain.' 
What we call financial enterprises consist of those whose prin- 
cipal gross income arises from transactions in which the enter- 
prise becomes a grantor or succeeds to the position of a grantor. 


Monied Funds.—‘Monied funds” is intended to include 
something more than funds of money. The grant of any 
funds whatever as so many dollars worth is a grant of monied 
funds within’ the intended meaning. A subscriber may agree 
to surrender his plant, equipment, and stock-in-trade at an 
adopted money valuation in exchange for stock in a corpora- 
tion. Whether that valuation is good or bad, whether it is in 
excess of the par or stated value of the shares or not, it is 
this valuation adopted by the grantor that marks the point of 
origin from which the grantor’s financial income will be deter- 
mined. ‘“Monied funds,” as used here, does not include any 
funds of which the grantee becomes a mere bailee even though 
he is to be a bailee for the whole future service life of the thing. 
Thus rents of objects, royalties upon patented articles the uses 
of which are permitted to another, do not become financial 
income. That of which the use is granted must become the 
grantee’s own fund at a money valuation. 


Effected Within the Period.—The criteria whereby it is 
determined whether or not a given earning has been “effected 
within a period” are various. Two general cases can be put: 
(1) the transaction that becomes a “closed transaction” within 
the period; and (2) the transaction that continues after the 
closing date. The first case is simple. All of the excess of 
receipts during the period over the value of the asset item at 


When goods are sold under price quotations that express or imply 
short-term commercial credits, the accountant does not ordinarily segregate 
the small financial from the larger operating gross income. But if there is 
an expressed interest rate during this waiting period, he does make the 
separation. If there are “cash discount” terms, many accountants—and an 
increasing proportion of accountants—treat the neglected “cash discount” 
on sales as an item of financial income. The segregation of financial from 
operating income is coming more and more to be observed. 
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the beginning of the period (or at the date of acquiring the 
asset, whichever is earlier) is gross income in the period. The 
discussion in the remainder of this section is devoted to those 
transactions that continue beyond the period.’ 

Of this latter class three sub-classes are recognized: (1) 
ascertained debts of other persons to the grantor or his succes- 
sor; (2) shares of corporate stock held; and (3) other transac- 
tions continuing beyond the period. 

The unlimited variety of forms of ascertained debts makes 
it impossible here to undertake any exhaustive description of 
the operations performed by the accountant in determining the 
amount of gross income from all types of debt security. The 
effect of these many methods of calculating gross income can 
be shown briefly and with substantial accuracy. From the price 
paid and from the time schedule of the increments to be re- 
ceived, no matter whether these are called interest or not, an 
“effective rate” or “rate of yield” is calculated. Whether this 
rate is an annual rate, as is usually the case for short-term 
paper, or is a rate regarded as periodically compounding, as is 
usual for long-term debts, the security is revalued “‘to yield” 
this rate t at the close of each succeeding period. If the begin- 
ning and closing valuations are equal, the amount received 
measures the gross income. If the closing value is the greater, 
the gross income amounts to the sum of the receipts and of the 
increase in value. If the closing value is the smaller, some ac- 
countants show the total receipt as gross income and, later, 
deduct the decline in value in determining net income. Others 
show as gross income only the difference between receipts and 
decline in value, but the latter practice is less common. Re- 
valuations of interest-bearing securities on any other basis than 

“™ Often this revaluation, with respect to a particular issue, may be scat- 
tered among several accounts and several items in the balance sheet. Thus, 
a 5% bond bought to yield 6% may be shown at cost on successive balance 
sheets of the same holder, but an “accrued interest receivable” item may 
value the earning at 5% on par from the last interest-paying date and the 


residual revaluation at the yield rate may be implicit in a “discount on bonds 
receivable” valuation account. 
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“accumulation (or amortization) at original yield rate” will, of 
course, affect net income and the balance of surplus, but they 
need not affect gross income at all.’” 

It should be noted that the calculated yield rate—no matter 
what its time-form, i.e., simple annual, annually compounding, 
semi-annually compounding, etc.—is made to apply to all units 
of prospective receipt. In revaluing a bond bought at a dis- 
count, this rate is applicable to all future increments, whether 
these are called interest payments, instalments, or principal. 
The rate is applicable from the date of the revaluation to the 
anticipated date of the receipt. But the moment a receipt 
occurs, the rate ceases to run with respect to the amount re- 
ceived. Figuratively, one can say that the transaction ends 
with respect to any increment at the date of its receipt. The 
new use to which the money received is put determines the 
amount and kind of gross income later to be recorded with 
respect to that invested asset. 

Except in the case of holding corporations, the gross income 
from stocks held is usually measured either by the amount of 
dividend receipts or by the amount of dividends declared during 
the period. The former method is invariably followed if the 
accounts are kept on a “cash basis.” If the accounts are kept 
on an accrual basis, either method may be followed, but the . 
second predominates. It is seldom that book revaluations of 
stocks held are allowed to affect gross income; the effect is 
seen in net income only. Even if the revaluation figure is the 
higher, the amount of the increase will usually be shown in an 
“unrealized surplus” or “deferred income” item in the balance 
sheet, and will not be reflected in the profit and loss statement 
unless a “surplus analysis” section is added to the usual form 
of statement. 


But if a bond has been bought at a discount and, within the period, cir- 
cumstances have cast sufficient doubt upon its safety to make its “accumu- 
lated” value a too high carrying value, the gross income recorded may be 
either the amounts of nominal interest receipt or interest receipt less a book 
value decline. 
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Holding Company Earnings.—If a holding company has 
all, or nearly all, of the stock of a subsidiary, the gross income 
of the parent with respect to that investment is, in the best 
practice, the sum of dividends declared by the subsidiary plus 
the increase in book value ? of the shares held by the parent 
company. If, as is usually the case, the books of the holding 
company and its subsidiaries are closed simultaneously the 
amount of the gross income to the holding company is the 
amount of net profit of the subsidiary that attaches to the pro- 
portionate share interest held. It cannot be said, however, that 
there is even an approximation to uniformity in the treatment 
of gross income in holding company statements or in consoli- 
dated statements. One who wishes to see the extent of the 
difference in practice can find those differences reflected in the 
recent treatises on consolidated statements. 

This case of adopting the issuer’s net income per share as 
the holder’s measure of gross income (earning) per share is 
interesting for the light it can throw upon the essential unity 
and likeness of all gross financial income. Here the holder, 
by virtue of its voting power, has had, in general, a practical 
power to realize money dividends, had it chosen to do so. The 
failure to bring about dividend payments clearly expresses a 
preference for increased investment in the corporation that 
earned the profits as against any alternative investments that 
could have been made from cash dividends. The increased 
interest per share has been looked upon not as a mere equiva- 
lent of money dividends but as superior to a like amount of 
ready money. ‘The exhibit of the earnings not realized in 
money is, if anything, a more rather than a less conservative 
measure of gross earning than an exhibit of dividends paid. 

From the fact that the small holder could not have com- 
~The book value meant here is the book value in the accounts of the 
issuing subsidiary. If, for example, the book value of S’s stock on its balance 
sheet is $150 per share at the beginning of a period and $160 at the close 
of a period, and if, during that period it has declared dividends of $10 per 


share, the gross income to H, the holding company, is $20 per share on its 
holdings. 


GROSS INCOME II5 


pelled dividends to be paid, it cannot be argued that he would 
have done so had he been able. His continued holding of a 
non-dividend-paying stock in a profit-earning company despite 
the fact that he can readily convert his investment to get a 
steady dividend payer, should be sufficient evidence of the 
reality of the earning to warrant the accountant in treating 
book net income of the issuer as gross financial income (earn- 
ings) of the-small holder as well as of the large holder. Ac- 
countants do not do so, however. On the other hand, it has 
been their practice for only a few years to show share net 
income of the issuer as gross income of the holding company. 
It would be no matter for surprise if the practice were to be 
extended to apply to all large holders and even to all holders, 
whether of large or small interests. Especially in the case of 
stocks, the book value of which lies constantly below market 
value, and of stocks which advance more rapidly in market 
than in book value, there could be no valid criticism made of 
the accountant who took up the issuer’s exhibited net profits 
per share as the holder’s financial gross income. If an ac- 
countant did so, since this is a departure from custom, he 
would have to show plainly in his statements that he had treated 
income in this manner. If detailed annual audits of all cor- 
porations were made by accountants appointed by the share- 
holders who are not active in°‘management, this view would be 
ereatly strengthened. 

The question may be raised whether or not increased book 
value of a share on the issuer’s books can ever become a gen- 
erally satisfactory measure of gross financial income or earn- 
ings to the holder. Probably it cannot. In many instances 
changes in market value might be better, but this latter measure 
is so open to abuse and to error that it, too, will be unsatis- 
factory. All that the present author means to assert here is 
his belief that, in many present instances, the enhanced book 
value of stock on the issuer’s books is a better, more convenient 
and timely measure than are dividend receipts. Furthermore 
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an important extension of this useful measure could be made 
conservatively if more corporation accounts were audited by 
accountants responsible chiefly to shareholders. 


Gross Financial Income and Gross Operating Income 
Compared , 


The dissimilarities of the two forms of gross income are 
plain. The service for which operating income is a reward is 
a service rendered at or near the close of the cycle of operation ; 
financial income results from a service rendered (grant of 
monied funds) at the beginning of a transaction. Operating 
income reports the results of productive agencies at work in 
enterprise; financial income reports the results of a bargain. 
In the operating cycle (from money outflow to money inflow) 
there may be indefinitely many intermediate conversions from 
one form of service to another ; in the financial transaction there 
is no service intervening. The sole point that they necessarily 
have in common is that the recipient has anticipated a proces- 
sion of dollars toward his cash drawer. The accountant, while 
he expresses the measure of both processions in dollars, does 
not make like measurements upon the two processions. Dollar 
for dollar, the two measures do not purport to have a like 
significance. The accountant’s preoccupation is not with gross 
income but, as we shall see, with net income. Whether, dollar 
for dollar, net income can have a common significance despite 
changing proportions in the two forms of gross income, we 
shall see at a later stage in the examination. 

On an earlier page ** it was said that no brief definition or 
brief set of propositions about the nature of gross annual in- 
come could be quite accurate; for practice is not uniform by 
any test yet suggested or that the writer has been able to de- 
vise. But deviations from the qualitative descriptions given 
here are of little quantitative importance. The kinds of in- 


“See page 90. 
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stances of deviation are many—so many in kind, but so trivial 
in the importance of any one kind, that it would be foreign to 
the central aim of this book to give space to them. 

Confusion in the employment of the main propositions 
about gross income given here is, however, inevitable unless 
the reader is constantly careful to discriminate between the 
nature of gross income and the measure of gross income. The 
chief care of this chapter is to show the nature of gross income. 
To the extent that measures of gross income have been dis- 
cussed at all, it has been done to show evidence of qualitative 
differences recognized in accounting procedure. It is recog- 
nized, of course, that differences in method of measuring are 
a tricky kind of evidence from which to infer recognition of 
qualitative differences. It has been suggested that the gross 
income resulting from the sale of fixed assets not originally 
intended to be sold is measured in a way different from that 
applied to sales of the usual product. Let us take the case of a 
machine expected to operate for ten years that, at the end of 
five years, has become inadequate to the concern’s needs. Let 
us say its cost was $1,000, that a reserve for depreciation to 
the date of its sale in the amount of $500 has been accumulated, 
and that the machine was sold for $510 in excess of costs of 
removing it. To set up the entry: 


(Calcite eter rane en send omica ocho ate $510 
IACI ACCOUM ER vss siiorone se Sane da eruee $500 
Profit and loss (sale of fixed assets).......... IO 


Instead of the entry: 


SALES ey Name eres Wenad arc ae vita pee einen $510 


And upon closing the books for the period, to clear the machine 
account by an entry: 


Profit and Loss (book value of machine 
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may appear to be a different method of measuring. But if 
the latter two entries are contrasted with the first, it will 
readily be seen that the measure is the same; the record of the 
primary measure is merely made in a different place in the ac- 
counts; and a different means of expressing the measure is 
employed. 

A quite different case, as between the merchandise sales 
and the gains upon bonds receivable, is met. The discounted 
prospective receipts from sales of merchandise now in stock do 
not enter into gross income. The whole of the prospective 
receipts upon the bonds do. In the case of a bond bought 
within the period, a receipt or a conversion of any kind may 
or may not have occurred. Income within the period may 
occur without receipts either during the period or within the 
period next to follow. (This would occur in the case of a bond 
bought with certain of the earlier maturing coupons clipped. ) 
What is treated as income is the increase in value of all the 
receipts up to the time of receipt but not beyond. It is an 
earning, a growing in value—not a product, not a completion 
of a stage in production within the period. 


Physical Analogue of Gross Operating Income.—Gross 
income from operations can be illustrated by an imaginary 
physical analogy. Suppose we have a rope being turned out 
by a machine. The rope is of varying thickness and is being 
made of a varying number of fibers. The fibers vary in length 
and fluctuate in cross-section. The rope is emerging from the 
machine at varying linear rates per hour. Our problem is to 
determine the volume or displacement of each hour’s output. 

The rope could be cut off squarely at the machine at the end 
of each hour’s run. The segments made could be measured 
with precision once for all. But the segments resulting might 
not be of convenient length for later use; we should have 
several ropes—not one. The accountant, too, could make final 
determination of a succession of annual gross incomes if the 
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proprietor would sell out at the end of each year. But a 
succession of annually completed, final incomes is not generally 
so desirable as a continuing though inconclusively measured 
income. 

The rope could be taken out of the machine at the end of 
an hour’s run and a total measure made up to the point of 
meeting the untwisted fibers. But it might be impossible to 
start off again,without leaving an improperly made section; and 
certainly a reduction in volume of rope per hour would result. 
If a proprietor were willing to clean up, to get rid of his whole 
stock-in-trade and collect the money before beginning again, 
the accountant could make a reliable approximation. But the 
loss of income due to winding up would exceed any usefulness 
of the knowledge of the amount of income. 

The volume of the fibers could be measured individually 
before they are fed into the machine. A summation could be 
made after each hour’s run of the volumes of those fibers, the 
tail ends of which have entered the finished section during the 
hour. These successive summations could be referred to the 
successive hour’s runs. This, of course, will not give a precise 
measure of the rope turned out within each hour. Parts of 
some fibers may have entered the rope but no part of their 
volumes will have entered any summation because the tail has 
not gone through. Some fiber tails will have gone in within 
each hour’s run, and the whole volume of these fibers will have 
entered the summation for the hour, despite the fact that a 
considerable portion of each of these fibers may have become 
embodied in the rope during earlier hours. The aggregate of 
the summations made will be “conservative” in the sense that 
it will always be less than the actual volume of rope completed 
by the end of any hour’s run. But if it should be desirable 
that the measure taken at the end of each hour should be 
indicative, as nearly as possible, of the actual volume of the 
actual segment to be turned out during the next hour, this kind 
of measure will be little, if any, better than the corresponding 
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measure taken two or five or ten hours earlier. It gives us no 
evidence of either the cross-section in the machine at the end 
of the hour nor of the linear rate at which the rope was 
emerging. This kind of measuring corresponds to income 
measuring in “cash basis” accounting. 

The summation to be referred to a particular hour may be 
made up of the volumes of those fibers not hitherto counted 
that have gone in as entireties within the hour and of those 
that, having started, are fairly certain to be completely ab- 
sorbed during the next hour’s run. The hourly summations 
made by this method may be either more or less highly cor- 
related with the actual volumes of the segments leaving the ma- 
chine than are summations of the previous type. The aggre- 
gate of all summations made up to any given hour’s run will 
be less “conservative” than the previously discussed aggregate, 
in that it will always be the larger. This aggregate may, how- 
ever, be nearer the actual volume of rope turned out than the 
other aggregate. Whether or not this is true would be deter- 
mined by the distribution of lengths and of cross-sections of 
the fibers being employed. 

But the accuracy of the measure of the segment that has 
just left the machine—or, indeed, of the total that has left it— 
may be of less importance than a basis for an estimate or 
partial estimate of what may be expected to emerge from the 
machine during the following hour. As an incident to making 
the measure described in the previous paragraph, some useful 
information about the prospective future performance of the 
mill is gained. It will have been necessary to observe all the 
fibers actually entering at end of the period; for we must de- 
termine, with respect to each, whether or not it will probably 
be completely absorbed during the next period. _ Consideration 
of all the fibers entering the mill gives, of itself, some notion 
of the cross-section of the rope at that point. Determination of 
whether or not a fiber will become completely incorporated 
during the next period implies an estimate of the length to be 
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turned out, which, in turn, requires an observation upon the 
rate of motion at the close of the period as compared with 
average rates at end-of-hour runs. It is obvious that this 
incidental information is of more use in estimating the volume 
of the next hour-segment than any mere knowledge of the 
volume of fibers not further contributing to the rope volume 
would be. The more precisely this type of measure can be 
made—without regard to what it actually measures—the more 
reliably the next hour-segment of rope can be estimated. 

This latter type of measure corresponds to “accrual basis” 
accounting. Whether gross income is credited for all sales, 
provided their proceeds can be collected within a year of the 
closing date or whether income is credited at some earlier stage 
such as the taking of orders for goods on hand and available, 
or the completion of goods of standard kinds for which there 
is ready sale at world market prices, or some other stage, the 
accounting is “‘accrual” accounting. Accounting for income at 
one stage is better than accounting at another if, and only if, 
it gives a more reliable ground for estimating the future final 
receipts. 

No suggestion is intended that the physical illustration is, 
at all points, analogous to the income-measuring problem. It 
is resorted to, to point out the direction of the view taken by 
the writer rather than to give expression to it. The problem 
of measuring income is immensely more beset with difficulties 
than is most physical measuring. There is no ground for hope 
that any such precision and reliability will ever be achieved 
as is commonly made of engineering magnitudes. 


Physical Analogue of Gross Financial Income.—TIt is 
possible, too, to illustrate gross financial income by an imagi- 
nary physical analogy. Suppose a forest tract upon which two 
principal kinds of timber are growing. One of these kinds, by 
reason of its rooting habit and the soils in which it occurs, 
grows at predeterminable annual rates, rates that, up to the 
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stage at which it must be cut for the intended use, increase 
with age at a common ratio. The other kind grows at rates 
closely dependent upon an annually fluctuating and unanalyzed 
complex of weather conditions. Bulk for bulk, when cut we 
may suppose the two kinds to be of equal importance. A care- 
ful cruise, preliminary to acquiring the tract, has resulted in a 
report showing a size (or age) distribution of both kinds of 
trees varying from saplings. to merchantable trees. The amount 
of timber that will reach best cutting size can be expected to 
fluctuate widely from year to year. Our problem is to deter- 
mine the volume of tree-growth in cubic bulk from year to year. 

Among the means of approximating the measure of tree 
growth might be included the amount of timber cut year by 
year. After a long succession of years the total bulk cut, 
assuming replantings to be made, might be expected to ap- 
proach relatively close to the total growth within that long 
period. But there is no reason for supposing that the annual 
amounts cut would ever become highly correlated with the real 
amounts of growth in the same year. ‘Cash basis’’ account- 
ing for a set of financial investments made for widely differing 
periods with a widely fluctuating schedule of expected receipts 
would correspond to this kind of physical measuring. It is a 
kind of accounting to be resorted to when, and only when, no 
other practicable kind of measure more reliably approximates 
the earnings. Annual increment in value of financial holdings 
has a significance not only greater than that of annual receipts, 
but also a different kind of meaning. 

From the assumptions about the growth rates of the trees, 
however, another measure suggests itself. If we know a 
beginning age and size distribution, if we can currently adjust 
this distribution to account for annual cutting and planting, 
and if we know the growth rates of the successive age groups, 
we can readily compute a wood growth each year. But, by our 
assumptions, we can do this for only one kind of trees. The 
accountant finds himself in the same kind of position. With 
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respect to investments in bonds or other evidences of ascer- 
tained debts, he can and does calculate the increase in value, 
each year, of each future dollar-receipt and the increase in 
value during the. period but: prior to receipt, of each dollar re- 
ceived during the period. No such convenient and simple 
measure is available, however, for gross income from stocks. 

Resort could be had to an annual cruise of the tract.. Ob- 
servations of some known function of wood content could be 
made upon each tree and the wood growth calculated. This, 
in effect, is what the holding corporation does. Being in a 
position to control, it can compel an annual accounting by 
accountants of its own choosing who are expected to report 
with special regard to the legitimate interests of the parent 
company. The small holder is not in so fortunate a position. 
Professor Ripley’s proposal for an annual audit by accountants 
nominated by shareholders ** has much more to recommend it 
than he urged. For not only would all too common abuses of 
power and acts of bad faith be effectually minimized, but even 
in the case of honestly and capably managed concerns, all 
shareholders might expect to obtain a book value figure that 
would be of first-rate importance to them in their private 
affairs. At present, even when audits are made by reputable 
and disinterested public accountants, these latter are usually 
not charged with a special duty to give their attention prima- 
rily to the shareholders’ requirements for information. More 
often still, not the entire report of the auditor, but only selected 
portions of it, are published to the shareholders. 


Summary of Chapter 


There are many matters to be kept in mind in employing 
statistics of gross income if the data are derived from accounts. 
Chief among these may be enumerated: 

1. No measure of gross income made before an enterprise 


% Atlantic Monthly, September, 1926. 
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is wound up either is, or purports to be, a precisely determined 
matter of fact about the history of the enterprise. 

2. The gross income of any person, arising out of any of 
his relations to an enterprise, is never determined as a matter 
of fact until that relation has ceased tq exist. This is true no 
matter whether that person be proprietor, shareholder, creditor, 
or what not. 

3. But a final measure of gross income that is a fact and 
that describes a state of affairs in the real world does inevitably 
result from the accountant’s procedure both (a) when the 
relation of any person to an enterprise ceases in reality, and 
(b) when any enterprise is wound up. 

4. All measures of income for periods less than the total 
lapse of time during a relationship or less than the duration of 
an enterprise are approximate indexes only. These indexes 
are good or bad to the degree that they enable or fail to enable 
a future income to be anticipated reliably rather than to the 
degree to which they approximate the measure that will be, or 
may ultimately be determined to have been, the real gross 
income for the period reported on. 

5. Gross income for periods less than total duration of a 
relationship or of an enterprise consist of two distinct and 
different kinds that have no element in common that is peculiar 
to them. Only when the accountant’s further interest in them 
as come has ceased to exist, only when, merged with preced- 
ing periodic measures, they become final enterprise income 
may they come to have a common significance; and then the 
interest is historical only. 
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NET INCOME 


Attempts to convey in a few words an idea for which the 
term “‘net income” is adopted as a word sign are innumerable 
in the literature of economics and accountancy. One cannot 
always be sure, of course, whether the ideas sought to be 
conveyed by two definitions are identical or divergent; but the 
evidence of the published definitions themselves does indicate 
that the ideas intended to be expressed are often widely different 
one from another. Confusion of the ideas is inevitable if the 
same visible or audible tag is placed upon them. Resort to 
alternative terms, such as “net profits,’ “net earnings,” “net 
revenues,” “surplus for the year,” afford no help; for each of 
these seems to have many intended meanings. When these 
expressions are employed as a set of terms to indicate a set of 
ideas not identical with one another, some assistance to the 
reader might be hoped for. The hope is an illusory one; for 
many have resorted to the same set of terms but have failed 
to agree upon the differences to be implied from their defini- 
tions. 

Fortunately the writers on accounting and the practising 
accountants have left a better means of discovering their im- 
plied meanings than is afforded by their definitions and their 
comments thereon. One may examine the whole of the sta- 
tistical procedure proposed by a particular writer for the ascer- 
tainment of net income. So, too, may one examine many 
reports made by the same accountant or association of account- 
ants. One who does seek the concepts of net income in this 
way will find a much lesser divergence of ideas among the 
accountants and the writers on accounting than he will find 
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among the economists. So close together are the notions of 
the great preponderance of accountants that one may properly 
speak of accountants’ concept of net income rather than of 
their concepts.* , 


Net Income Has No Qualitative Attributes 


It may be helpful, before the positive description of the 
idea is undertaken, to make some negative assertions about it. 

No propositions that assign a qualitative nature to net 
income can be maintained. It is a wholly quantitative thing. 
This is, of course, to be expected from the fact that it expresses 
the magnitude of a difference between two summations of non- 
homogeneous things. Even its numerical value has no signifi- 
cance of any kind except such as is drawn from the nature of 
gross income, the methods of measuring gross income, and the 
nature and methods of measuring those things the measures of 
which are deducted from the summation of gross income. Like 
amounts of net income in the same enterprise in successive 
years do not, in general, have a common significance. Like 
amounts of net income for two different concerns may have 
widely divergent meanings. 

Just as in the case of gross income, there can be a figure 
for final net income that expresses a matter of fact. Between 
the entry of a particular proprietor and the termination of his 
connection with the concern, all those events have occurred the 
measures of which enter into the summations both of the 


* This, of course, does not mean that, given a free hand under a given 
engagement agreement, most accountants would be in a substantial agree- 
ment upon the amount unconditionally to be called net income (or net 
profits) in the statements for a particular year. Many judgments may 
have to be expressed, as we shall see, upon important matters that are unique 
or that rarely recur. The treatment of such matters cannot wisely be reduced 
to rules of procedure. The amount of net income found is not invariant to 
the purpose of the statements and the nature of the engagement. A _ net 
income may be properly conservative with respect to the interests of bond- 
holders or of holders of preferred shares and still imply an optimism not 
safely to be shared by those responsible for embarking upon the next year’s 
operating budget. Failure to concur in a given estimate of net income does 
not create a presumption of diversity of concepts of net income unless the 
non-concurrence is systematically repeated. 
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minuend and of the subtrahend. Since what is true for each 
particular proprietor must be true for any succession of them, 
there can also be a final net income to an enterprise for the 
whole period of its existence. Just as with gross income, too, 
no measure of net income earned in an enterprise in a period 
shorter than a proprietor’s tenure can ever be anything more 
than an index of progress. The deviations of annually com- 
puted net income figures from figures that might, conceivably, 
be ultimately agreed upon, are, in general, much greater rela- 
tively than the corresponding errors of estimate in gross in- 
come; for as we shall see, certain of the common deduction 
items are much more difficult to measure with a given degree 
ofereliability than are any of the gross income items. 


Nature of Deductions from Gross Income 


One often finds loose expressions such as net income equals 
“gross income less expenses,” or “gross income less costs and 
expenses,” or “gross income less expenses incurred and ac- 
crued.’’ But each of these deduction terms, or sets of terms, is 
also commonly employed to denote classes of items less inclu- 
sive than all those items that, as a matter of fact, are included 
in the summation to be deducted from gross income. There 
seems to be no brief expression less general than “net income 
is equal to gross income less deductions”’ that is wholly true; 
and this expression comes perilously near being meaningless. 
It is idle to attach any single term to the whole congeries of 
items that enter into the subtrahend summation unless some 
new term wholly free of alternative usages is invented. 


Adverseness to Proprietor’s Interest.—Though the items 
have no attribute that is perfectly general among them, there 
is one that applies to nearly all of them. With very few and 
relatively unimportant exceptions, the items connote the oc- 
currence of events within the period that are either wholly 
adverse to the proprietor’s interests or that have an aspect ad- 
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verse to his interests. They record events unfavorable in whole 
or in part to the holder of the balance sheet assets. The events 
are not necessarily adverse to him as a person, nor are all events 
adverse to him as a person reflected. Only those that in whole 
or in part adversely affect his net estate in the enterprise assets 
are given place. Thus, if A is a sole trader, the amount of 
personal income tax paid by him will find no place, nor will 
any part of it find a place in the income statement of his busi- 
ness. The tax is adverse to A as a person but not to him as a 
holder of assets. But if C is a corporation and pays a federal 
income tax, the whole of that tax is shown as a deduction 
from gross income in ascertaining the net income of the cor- 
poration. The corporation has no private life; it exists only 
to hold enterprise assets; the corporation’s accountant deducts 
the amount of the tax not because it is a tax but because the 
payment of the tax is an event adverse to the corporation as 
an asset holder. 

The items treated as parts of the subtrahend aggregate 
include things wholly different from one another in every way 
except in this one adverseness. Thus an identical statistical 
effect is given to many things superficially unlike. Dollar for 
dollar, wages paid for valuable services are treated in the same 
way as bad debt losses that have no favorable counterpart. 
Repair charges incurred to obtain the future services of the 
repaired object are grouped with premiums on expired insur- 
ance policies. Outlays for raw materials used in operations are 
given an effect similar to payments of interest and amortization 
of discounts on bonds payable. The destruction of fixed asset 
equipment by casualty is not statistically differentiated, so far 
as net income is concerned, from the using up of fuel. 


Avoidance of Double Counting.—The accountant, in 
scheduling these adverse events, is extremely careful to avoid 
double counting. The spoiling of a partly manufactured 
product is an adverse event; so, too, are the payment for the 


NET INCOME 129 


materials that have gone into it, the wages paid for work 
done upon it, and the overhead charges incurred in its partial 
manufacture; but the loss of the article and the cost of the 
article lost have one, not several, adverse effects. If the dam- 
age due to spoilage were to be listed as a deduction item, then 
the items shown for wages, purchases, and a myriad of over- 
head accounts would have to be diminished below the corres- 
ponding account balances. The outlay for a new factory 
building is an adverse event just as the acquisition of the 
building is favorable. But the benefit from acquisition cannot 
be experienced in a period less than the entire tenure of it. The 
accountant parcels out the adverse element, the outlay, over 
the series of years in which the beneficial services are to be 
received. Just as he avoids counting both the receipt of the 
building and the receipt of the services of the building but 
counts only one, he avoids counting both the outlay and the 
expiration of service value. Depreciation expense is not an 
expense in and of itself; it is the outlay for the depreciating 
object that is the primary expense. By the end of the tenure 
of the building it makes no statistical difference in the balance 
sheet whether the outlay was treated as a single deduction from 
gross income when the outlay occurred or as a series of annual 
deduction items the summation of which is equal to outlay. 
Obviously, the latter treatment is the more convenient for those 
who wish periodic information about net income. In the 
avoidance of double counting the accountant’s statistical pro- 
cedure is above reproach. Definitions of income, common in 
economic literature, that include both goods and services, do 
not have this great statistical merit.” 

The dangers of double counting are not limited to the 
relations between deductions from gross income and the out- 
lays for assets. There is a corresponding problem involving 


; * For an excellent treatment of this phase of income theory, see Irving 
Fisher, Nature of Capital and Income. 
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the relation of these deductions and liabilities. The incurring 
of a liability is an adverse event; so, too, is the parting with 
assets to discharge the liability. But the sum of the measures 
of the adverse elements of the two ends of the transaction is 
greater than the resultant adverseness of the whole operation. 
If B borrows money from L, and within the year pays him 
with a larger amount, the accountant does not treat the money 
- received by B as gross income, nor the liability to pay an equal 
number of dollars as a deduction from gross income. When 
B repays the loan, only the excess of the total payments over 
the amount borrowed becomes a debit item in the income ac- 
count. If the borrowing transaction runs through several 
accounting periods, there will be a series of deduction items; 
but in every case the sum of these deduction items will be equal 
to the difference between what the borrower receives, net, at the 
beginning, and the sum of all subsequent payments.* 

It should be noted that more than one way of avoiding the 
effect of double counting is resorted to. In accounting for 
liabilities only the net debits, the net measure of adverseness, 
finds its way into the income accounts. But if purchased 
goods are on hand at the close of a period, the total outlay for 
them is shown and a valuation of the closing inventory is de- 
ducted from the sum of opening inventory and purchases. The 
difference, usually called “cost of goods sold,’* is a resultant 
that becomes a component of the subtrahend aggregate. 
Whether the elimination of double counting is attended to in 
the body of the accounts only or is set forth in the statements 
as well, seems to be determined solely upon considerations of 
utility to the reader of the statements. If a double aspect is 
more convenient to the reader than net resultants, the fuller 
primary information is given. 

* Tt is customary but not invariable practice to “prorate’’ over the lifetime 
of the debt all outlays at the time of issue, such as engraving costs, legal 


fees, commissions, and fees of underwriters. 
“For a discussion of the meaning of this term, see pp. 131, 132. 
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Some Deductions Not Adverse to Proprietor’s Interest.— 
On page 127, it was said that not all the deductions from 
gross income represent the adverse effects of events upon the 
proprietor’s interests. Many single instances in which this is 
true could be cited. Let it be sufficient to cite one of a type 
that occurs more often, perhaps, than any other... Suppose a 
merchant has taken an order for future delivery from a cus- 
tomer for gdods at an agreed selling price. “Let the quoted 
price be great enough to give the merchant his usual gross 
profit ratio. The merchant orders and receives the goods be- 
fore his inventory date, but has them on hand when his clos- 
ing inventory is taken. If between the time the merchant or- 
dered the goods and the inventory date, the “market” (replace- 
ment cost) of the article has fallen, and if the accountant, 
following the rule of “cost or market, whichever is the lower,” 
lists these goods at “market,” the effect of his procedure is to 
increase the subtrahend aggregate and to reduce net income to 
a figure less than the one that would have been found had this 
whole transaction not been made. “Cost” will have entered 
the aggregate through charges for purchase, inward freight, 
etc., but only “market” will be subtracted. The difference 
between the two will have become a component element in “cost 
of goods sold.” Not only has the favorable and nearly com- 
pleted transaction been given no weight at all in the gross in- 
come figure, but a purely fictitious adverse event has been 
permitted to diminish the net income. To be sure, a decline 
in the replacement or market price is, in general, an adverse 
event to a holder of merchandise; but this can be true only if 
a decline in selling price, or increase in cost of selling, follows 
the market decline. In these days of rapid physical turnover 
and of obtaining sales orders in advance of delivery dates, oc- 


© Roughly defined, the gross profit ratio is the difference between selling 
price and cost divided by cost. 
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currences like the illustration are common. This defect in the 
rule of cost or market may become more important. 


“Deductions” Distinguished from “Dispositions.”—Care 
must be taken to distinguish between the determination of net 
income and what is sometimes called.‘‘the disposition of net 
income.” No balance in any income account in the ledger 
remains open as at the close of business on the last day of 
the period. The original, currently kept, income accounts, all 
secondary clearing accounts, and the profit and loss account 
itself, are all closed at that time. The balances have all been 
transferred to the balance sheet accounts. In general the “dis- 
position of net income” means only a reconcilement of the pre- 
vious balance sheet net proprietary accounts with the corre- 
sponding items exhibited in the balance sheet on the closing 
date. Sometimes this reconcilement consists only in showing 
just what portions of the net income have been transferred to 
named balance sheet accounts. Thus the amount of net income 
may be shown and successively diminished by credits to sinking 
fund reserves, surplus from the sale of capital assets, appropri- 
ated surplus, and to some residual account called surplus, undi- 
vided profits, free surplus, etc. 

Sometimes the reconcilement will require the appearance 
of items that have to do neither with the amount of net in- 
come nor with any disposition of it. Thus, if stock has been 
issued at a premium during the period, the amount of the pre- 
mium may be added to the amount of the net income and the 
aggregate be distributed. Sometimes, too, the amount of net 
income, by whatever name designated, will be shown, deduc- 
tions from it of the amounts of dividends be made, and the 
residual balance distributed. One will occasionally find lan- 
guage in the statements themselves that seems to indicate that 
dividends paid are to be given the same effect as the deduc- 
tions adverse to the proprietor. But the writer has never 
found a certified public accountant who was willing to say that 
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by the payment of dividends it is possible to prevent the occur- 
rence of net income. Payment of dividends can, of course, 
prevent the year to year increase of surplus, but that is a dif- 
ferent matter. 

The amount of net income, too, is unaffected by the formal 
analysis of the year’s events in an income or profit and loss 
statement. Given an analysis of the proprietary accounts that 
exhibits the opening balances, the debits and credits during 
the period, and the resulting closing balances, one can readily 
find the net income figure without resorting to an income or 
profit and loss statement. This presupposes, of course, that 
the accounts have been properly kept. But the significance of 
a figure found in this way cannot be as plain as though it 
were developed by the usual methods in a detailed income 
statement. 


Qualitative Difference between Gross Income and the 
Deduction Aggregate.—Attention is invited at this point to 
a statistical peculiarity of the difference between gross income 
and the deduction aggregate. Of the latter it has been said 
that with few exceptions, the items have the common attri- 
bute of representing the adverse effects of events upon the 
proprietor as an enterprise proprietor. Moreover, all such 
adverse effects both experienced and in probable prospect are 
taken into account. But in the previous chapter it was said 
that the items of operating gross income and of financial gross 
income have no attribute in common that is peculiar to them. 
The reader may have wondered why it was not said of gross 
income items that they represent the favorable aspect of events 
upon the proprietary interest. It is true that only favorable 
events or favorable aspects of events are reflected in gross 
income items; but the converse is not substantially true; it is 
so far from true that even to state it with qualifications would 
be misleading. For not only are there many kinds of events 
with favorable aspects that are not reflected in the gross income, 
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but these events, in the aggregate, may be of great significance. 
An increase in the spread between cost and selling prices, is, 
with respect to an inventory, a favorable event. Except in the 
case of certain precious and semi-precious metal mining com- 
panies, oil producers and refiners, meat packing companies, a 
few quasi-monopolies like sugar refining, and some few deal- 
ers in grain and cotton, accountants give no effect to this fa- 
vorable event. The effect will not be recorded until a. subse- 
quent period. Fixed assets, particularly land, may increase in 
value and that increased value may be clearly established, but 
the accountant usually gives no effect to it. In many instances 
where an event has both a favorable and an unfavorable aspect, 
the adverse effect is recorded as soon as it is in sight, but the 
favorable aspect is left to be registered in a subsequent period— 
often long deferred. 

Accountants over and over assert their general rule to be: 
Take all losses, expenses, and other deductions as soon as their 
likelihood is foreseen; take no gains or profits until they are 
realized. In nearly all kinds of enterprises the procedure of 
the professional accountant causes gross income, in point of 
time of recognition, to lag behind the deductions. A small net ° 
income followed by a large one does not necessarily imply a 
belief on the part of the accountant that the events of the sec- 
ond year have, on the whole, been more favorable than those 
in the first. Gross income and deductions are referred to the 
same set of periods, but the events giving rise to the two meas- 
ures are not a set of contemporary events. 

Since there are many kinds of important favorable events 
that may occur without affecting gross income, one cannot 
employ this characteristic as a distinguishing attribute. To have 
listed or otherwise described all those favorable occurrences to 
which current gross income is invariant and to have told in 
each case when, if ever, the gross income account will respond 
to them, would have been an interminable task. In the chapter 
on gross income, moreover, the writer was more interested in 
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fixing attention upon what does—rather than upon what does 
not—enter into gross income. 


“Ideal Income.”—lf effect were given in gross income to 
all favorable aspects of those events that are contemporaneous 
with the adverse aspects reflected in the deductions, we should 
have a more nearly ideal statistical treatment of income. Dif- 
ferences between the debits and credits would be limited to alge- 
braic signs, and we could ascribe common, strictly commensu- 
rable properties to the three measures. 

But even then we should not have a measure corresponding 
strictly to that called “standard income”’ or “ideal income’ by 
Professor Fisher in his “Nature of Capital and Income.” For 
with respect to the appreciation and depreciation of certain 
asset types, as we shall see in Chapters IX to XIV, the revalua- 
tions cannot be true capital valuations. The statistical “ideal” 
or “standard” income toward which we can approach would 
make net income consist of the algebraic sum of six 
terms, viz.: 


. Receipts that are favorable to the proprietor. 

. Disbursements that are unfavorable to the proprietor. 

. Appreciations in true capital value (where ascertainable). 
Depreciations in true capital value (where ascertainable). 
. Increases in “book value” of those assets that cannot have 
true capital value. 

. Decreases in “book value” of those assets that cannot 
have true capital value. 
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Of these six terms, three, the odd numbered, are of positive 
sign; the others are negative. Terms 3 and 4 apply both to 
certain assets and to all liabilities. (A numerical increase of 
a liability, since the sign of a liability is negative, constitutes 
an algebraic decrease in capital value.) 

How near to this statistical “ideal” or “standard” we can 
hope to approach is doubtful. 

There are too many pitfalls into which even the wariest 
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accountant might fall and into which he might lead his fol- 
lowers. But it can be said without hesitation that the com- 
monest procedure nowadays has made the time-gap between the 
income and the deductions a narrower one than did the most 
advanced practice of a few decades ago, The most advanced 
practice of today, too, goes far beyond the prevailing practice. 
Meanwhile the reliability of accountants’ measures has not 
suffered. 

The opportunities for bettering the measures of income, 
both gross and net, however, are by no means limited to the 
narrowing of the average time-spread of gross income and 
deductions. The greatest and most promising field for better- 
ments is in the realm of revaluing assets and proprietorship. 
Needless to say, this is a great field and the range of possible 
error within it is great. Every mistake of a dollar in asset 
valution, as we shall see later, carries with it a nearly equal 
mistake in the cumulative aggregate of net income.° 


The Income Statement 


Every one who has frequently to resort to the accountant’s 
statements is aware, of course, that the aggregates of gross 
income and of the deductions and the difference between them 
falls far short of giving a satisfactory account of a year’s 
affairs. If only these three figures were wanted, there would 
be no need for an income statement as a major exhibit in a 
report. A mere analysis of the balances of the proprietary 
accounts would suffice. On the other hand, the very great 
variety of forms and statistical arrangements of income state- 
ments must be bewildering to all except those who have made 
a professional study of accounts. If the writer’s experience 
with students can be taken as an index, many must have sup- 

° But for the existence of deductions that, like the federal income tax, 
are contingent upon and determined by the amount of net income or that 
like insurance premiums if full coverage is carried, are contingent upon and 
determined by asset valuation, there would be a one to one correspondence 


between errors in asset valuation and errors in the cumulative aggregate (to 
any given date) of net income. 
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posed that the differences in mode of exhibiting the analyses 
of income imply corresponding differences in concept of net 
income. This, however, is not the case. The accountant does 
not find the amount of net income by setting up a pro forma 
statement, filling in the blanks, and performing the indicated 
numerical operations. His statement is an expository analysis, 
not a process of ascertainment. ‘The finding of net income be- 
gins with afid includes the whole of the bookkeeping done by 
the staff of the concern under audit. The professional ac- 
countant coming in at the close of a period to make a detailed 
audit makes a thorough check of the work done and a com- 
plete analysis of every account in the ledgers. For information 
and verification he goes beyond the records to vouchers, to 
correspondence, to conferences with members of the manage- 
ment, to records of previous audits, to any source to which he 
has access and that promises to give him information. He 
prepares a great many schedules from his analyses of the ac- 
counts, and prepares entries for adjusting errors of all sorts 
that he has found. In every detailed audit a mass of what are 
called “working papers” are prepared. 


Income in the “Working Papers.”—Those who, though 
long familiar with the principal statements and even the full 
reports of accountants, see for the first time the array of work- 
ing papers prepared by the professional accountant, are usu- 
ally astounded at the number and variety of them.’ But not 
until one really understands how each of these is made and 
how each is used does one really understand how the profes- 
sional accountant finds the components of income and puts 
them together. One who examines a few sets of working 
papers carefully can readily understand that indefinitely many 
forms of summaries of these papers may be resorted to to 
exhibit the results of the analysis. Accountants, in general, 

7 Specimens of these working papers including representatives of all the 


principal kinds are to be found in Jackson, Audit Working Papers, and in 
Palmer and Bell, Accountants’ Working Papers. 
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start from a common point of departure and arrive at a com- 
mon destination area. But they do not follow a road; they 
explore the country round about both point of departure and 
point of arrival; and they explore all the intervening terrain. 
When they have decided from which route the best view of the 
country can be had, they are then ready to conduct their party 
of interested spectators from one point to the other. 


Classification in the Income Statement.—In general, the 
number of gross income items in a prepared statement is small 
in comparison with the number of deduction items. There 
seems to be a general agreement that the exhibit of a detailed 
analysis of gross income is unnecessary. Dollar for dollar 
there zs little difference among the elements of operating gross 
income; and there are few differences between one element of 
gross financial income and another. Quite another condition 
prevails among the deduction items. These have only a single 
attribute in common, but there are many characteristics of 
some of them that are quite as important as the one they all 
possess. Moreover, the importance of these qualities changes 
from year to year in the same enterprise and is different as 
between one concern and another. 

Obviously, there are indefinitely many possible bases upon 
which the items could be classified and arranged. A very great 
number of these might, in some circumstances, have a consid- 
erable usefulness to some class of interested persons. Division 
on the basis of relative frequency of recurrence would be of 
assistance to a budget officer. Division on the score of amounts 
maturing by months or by weeks would to some extent assist 
both a budget officer and a treasurer responsible for obtaining 
bank credits. Division on the basis of departmental incidence 
is useful to a general manager. Classification into operating, 
financial, and general groups throws some light upon dividend 
policy, borrowing policy, and credit-extending policy, as well 
as upon certain operating programs. Segregation of deduc- 
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tions into groups that represent: (1) past fixed asset outlay 
(depreciation, ete.), (2) outlays made during the period, and 
(3) items for which undischarged liabilities remain, can throw 
much light upon prospective solvency. Division on the basis of 
degree of correlation between the item and gross income brings 
light to the solution of the many problems involving unused 
capacity and inadequacies of equipment and personnel, and 
illuminates the matter of optimum scale of operations. Segre- 
gation of compulsory disbursements (taxes, interest on bonds, 
long-term contractual commitments, sinking fund requirements, 
etc.) from voluntary and incidental items often indicates the 
degree of budgetary freedom possessed by the concern and the 
deficiencies of its capital structure. A mere listing of the bal- 
ances of all the ledger accounts kept with deduction items, 
while obviously confusing and inconvenient to those unskilled 
in the statistics of accountancy, would have great advantages 
for the economic statistician and the business man skilled in 
the use of accounting data; for from such a schedule any de- 
sired analytical schedules and groupings could be made up.® 

It is equally obvious that all of these useful bases cannot 
simultaneously be employed without preparing multiple state- 
ments. Not more than one basis of grouping can be completely 
carried through unless a contingency table is resorted to; and 
even then two bases is the limit if the results are to be exhibited 
on a single surface. What is not quite so obvious is that no 
one or two bases of classification are likely to be useful enough 
to any one to warrant its adoption to the exclusion of others. 

What then is to be done? The implied answer of the ac- 
countant is: Do not attempt to stick to any one or two bases of 


® In good account keeping it is a constant concern of the chief accountant 
that no single item entered in any ledger account shall have a dollar for 
dollar significance different in any substantial way from that of any other 
item in the account. Given the criteria whereby are determined into which 
account an item shall be entered and a schedule of the adjusted but not closed 
debit and credit sums of each account at the closing date, the statistical stu- 
dent of enterprise has an almost ideal set of data to work with. But merge 
the balances, or the debit and the credit footings, of any two accounts and 
some significance of the original data is lost. 


140 THE ECONOMICS OF ACCOUNTANCY 


classification but exhibit whatever single items or groups seem 
to be of greatest general interest to those concerned, and ar- 
range these items in the way which seems, in the circumstances, 
likely to be the best all-purpose order. Very often the evident 
intent of the accountant is to throw as much light as possible 
upon the accompanying balance sheet, or pair of comparative 
balance sheets, rather than to give the maximum of independent 
information in the income statement itself.” To what extent 
the accountant succeeds in accomplishing his aims is a matter 
which may be a fact either about the accountant or about those 
for whom he makes his reports. It ought never to be forgotten 
that those who are capable of profiting fully by all the informa- 
tion the accountant is capable of giving are a very small number 
indeed. Nor should it be forgotten that the number who look 
to the accountant for help and protection is very great. The 
accountant forgets neither of these things. 

In examining some thousands of annual income statements 
prepared by professional accountants, very few have been found 
by the writer to follow any one primary basis of classification. 
In a very few cases, too, where the statement was intended for 
other than a single person or interest, has it appeared, even 
superficially, that any single basis of classification could have 
been better than some mixed arrangement. 


Defects from Economist’s Point of View.—But the 
economist, among others, is often interested in some certain 
problem that manifests itself in many enterprises, or has its 
roots in enterprise in general. One who, for example, is inter- 
ested in the problems of enterprise financing may look to the 
accountant’s income statements for a part of his information. 


°' The writer has often heard the accounting profession adversely criti- 
cised for their statistical procedures. Among others their theory and tech- 
nique of classification have been unfavorably commented upon. But the 
writer knows no other information-gathering group who have carried sta- 
tistical classification to so high a degree of perfection as that exhibited in 
the ledgers of concerns whose systems of accounts have been built up and 
supervised by professional accountants. 
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But unless he is aware that those financial charges, such as 
interest and discount expense, which are separately expressed 
in the income statement may not constitute the whole of the 
financial charges actually present, he is likely to draw wrong 
inferences from what he finds. The signs of overstrained cur- 
rent indebtedness are not all disclosed by the statements of cur- 
rent liabilities in the successive balance sheets and by the 
interest and discount expense figure in the income statement. 
The balance sheets at yearly intervals may be drawn at the 
season of lowest current indebtedness. Purchase discounts 
available during the year that were not taken may have been 
merged with purchases and inventories to find a “cost of goods 
sold.” Cutting down of the scale of operations during the 
trade’s busy season because of insufficient cash resources is not 
disclosed. Sometimes special fees, broker’s commissions for 
the arranging of loans and the like are not separately shown, 
or are merged with interest and discount expense. Inability, 

ecause of insufficient working capital, to grant the usual credit 
terms to all the solvent customers who could readily have been 
obtained, will not be implied in any exhibited figure. 

The accountant obtains all this information. It will all be 
found in his working papers and audit memoranda. Some of 
it will be commented upon in his report. But he does not put 
it all into the income statement in plainly labeled items; to do 
so would, in most cases, inevitably prevent his conveying 
effectively some other information that seems to him more 
important to communicate. The really fruitful mine of statisti- 
cal information is in the accountant’s working papers and the 
books after the audit is concluded, rather than in the general- 
purpose reports. To adopt uncritically data drawn from gen- 
eral-purpose reports of the accountant in the study of any 
financial problem of a public character is as dangerous logically 
as to conclude from the fact that a particular index number of 
wholesale commodity prices has risen that the cost of living 
in a particular community has risen correspondingly. 
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What has just been said is not intended to turn economists 
and other students of public problems away from the account- 
ant’s income reports. Much useful and reliable information 
can be got from them; and much that is significant can be 
inferred from them. But one who wants to know all that ac- 
countants have learned and recorded about any particular 
problem will never learn it from their ordinary reports. On 
the other hand, there is an extraordinarily rich mine of infor- 
mation about income and about the problems in which aspects 
of income are significant, now almost wholly unworked. It is 
to be hoped that some day qualified economists will gain access 
to the files of working papers in accountants’ offices. 


Cie DOR Vv ITT 


THE MEASUREMENT OF INCOME 


A CoMPARISON AND CONTRAST OF THE ACCOUNTANT’S 
THEORY WITH AN EcONOMIST’S 


It is the object of this chapter to compare and contrast the 
accountant’s theory of the nature and measurement of income 
with that theory most nearly allied to it in the writings of the 
economists. In the earlier chapters an attempt has been made 
to describe the nature of income implied in modern accounting 
practice. Description by comparison and contrast has been 
little resorted to so far. To some extent the measures of in- 
come have been brought into the discussion, but only to assist 
in making clear the various guises in which the concept of . 
income manifests itself and to indicate briefly the significance 
attaching to the concept. What is common to the theories of 
the two professions and wherein the theories diverge, remains 
to be shown. 

The greatest difficulty, perhaps, that presents itself is this: 
The accountants can properly be said to adhere to one highly 
unified and intricately articulated theory; economists, on the 
contrary, have brought forth many theories very unlike one 
another; and at no time can they be said to have been in sub- 
stantial agreement. To be sure, the theory implicit in ac- 
counting has changed and is changing, but implied changes, 
once they appear, either drop from sight very quickly or else 
quickly obtain a general following. Numerous diverse and 
competing theories do not long command contemporaneous ad- 
herence. Differences in points of minor technique, differences 
in finally resulting summations, do exist just as they exist in 
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all branches of statistical inquiry. Such differences will prob- 
ably always exist. There is some, but not much, indication 
that economists are coming closer together in their views.+ 

The second greatest difficulty lies in tracing the ramifica- 
tions of income theory. This is less difficult in the case of ac- 
counting than in that of economic theory. The accountants’ 
theory, directly or indirectly, is plainly visible throughout 
nearly the whole of their work. But in the writings of many 
economists, one finds definitions of social income, of individual 
income, of enterprise income, of family (or other group) in- 
come, that seem more or less, sometimes wholly, unrelated to 
one another. And even in the same writings one will find 
implied concepts of income not accounted for by any of the 
explicit definitions. In some cases, indeed in a great many, 
economists neither express nor imply any general concept of 
income, but proceed to consider the distributive shares, rent, 
wages, interest, and sometimes profits, each of which, in a 
. sense, is an element of income. Whether or not these shares 
account for all income or avoid counting items more than 
once, is often, apparently, not considered. 

Were it not for the fact that the most extensive and most 
fully articulated discussion of income in economic literature 
is found in the writings of one man, the present writer’s task 
would have been enormously greater. Professor Irving Fish- 
er’s treatment of the subject in his books and in numerous 
papers, whatever the extent of its acceptance by economists, is 
clearly the most exhaustive work.” 


1Some have expressed despair of reaching an agreement. See, for 
example, Kleinwachter, Das Einkommen und Seine Verteilung, p. 11. Many 
must silently have shared Kleinwachter’s doubt. 

2 Some development of his theory is to be found scattered throughout 
his numerous writings, but the great body of his work on the subject is to 
be found in his “Nature of Capital and Income,” and his ‘Rate of Interest.” 
His principal papers dealing with selected topics include: “What is Capital?” 
Economic Journal, December, 1806; “The Role of Capital in Economic 
Theory,” Economic Journal, December, 1897; ‘Precedents for Defining Capi- 
tal,” Quarterly Journal of Economics, May, 1904; “Are Savings Income?” 
Publications of the American Economic Association, April, 1908; “A Reply 
to Critics,” Quarterly Journal of Economics,.May, 1909; “Comment on 
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The reasons for adopting Fisher’s theory as the sole repre- 
sentative of economists’ views on income are these: (1) his 
résumé and criticism of the competing theories is sufficient, 
fair, and clear; (2) he shows more clearly and more forcefully 
than any other the significance of the income concept; (3) he 
shows accurately the status of the subject in economists’ writ- 
ings; (4) he has brought within the covers of one book, 
“Capital and Income,” not only the gist of the matters just 
noted, but his own systematic and complete treatment of the 
subject ;* (5) his concept more nearly parallels that of the ac- 
countant than does that of any other economist; (6) his mode 
of exposition is readily translated into the language of the 
accountant; indeed, much of his work is in that form of 
language employed by the accountant; (7) finally, the present 
writer considers Fisher’s theory of income to be, by far, the 
best that has appeared in the literature. Not only does it show 
more promise of general adoption by economists than any 
other, but it suggests more that could usefully be consciously 
adopted by accountants than does the writing of any other 
economist. 

Even though systematic reference is to be made to only one 
writer the task is still difficult. Obviously Fisher’s theory can- 
not be set out im extenso. No synopsis of such a subject, un- 
less too long to be warranted here, can successfully convey to 
readers an adequate notion of Fisher’s treatment; it is difficult 
enough, in a brief abstract, to be explicitly accurate. The con- 
spectus given here is intended more as a brief restatement for 
President Plehn’s Address,” American Economic Review, March, 1924, (the 
address commented upon, “Income, as Recurrent, Consumable Receipts,” is 
in the same issue); “The Income Concept in the Light of Experience,” an 
English reprint (the original paper is in Vol. III of the Wieser Festschrift, 
Die Wirtschafttheorie der Gegenwart, 1927); and “A Statistical Method for 
Measuring ‘Marginal Utility’ and testing the Justice of a Progressive Income 
Tax,” printed in Economic Essays Contributed in Honor of John Bates 
Clark, 1927 (also separately reprinted). 

3 This is not to say that his later publications in the subject add nothing 


to the literature; they add much; but the additions are more in the nature of 
applications of the theory than of development of its essentials. 
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the convenience of those who are already familiar with “Capital 
and Income,” or who will undertake to read extensively in that 
book, than as a self-sufficient restatement for the purposes of 
the present discussion. 


Synopsis of Fisher’s Theory 


Income, in its most general sense, consists of services, that 
is, of desired events of whatsoever nature. All services pro- 
ceed, ultimately, from existing material objects; but under no 
circumstance are material things income; these belong to a 
wholly distinct, though related, category. The economist is 
not professionally interested in services that may be had at 
will by all who desire them; services free to all in amounts 
adequate for all who desire them, are, therefore, excluded from 
the concept; all scarce services are included in income. 

Scarcity of a service implies an appropriation. To the 
extent to which any one person benefits, others are excluded. 
The means whereby services are customarily agreed to be ap- 
propriated are called property or property rights. These means 
are made operative through appropriation of the material ob- 
jects that are capable of rendering the services. The intent of 
all appropriation of objects is to procure their services, either 
in whole or in part, during the objects’ existence, or during any 
lesser included period. Rights to, or in, things and persons are, 
in economic essence, rights to benefit by their services. These 
rights are divisible and transferable in innumerable ways. It 
is through the processes of dividing, transferring, and recom- 
bining of rights that we chiefly regulate the flow or succession 
of those scarce, desirable events called income. 

The appropriated material objects that are the necessary 
means to procuring services, or that are the agents or vehicles 
for conveying services, are called wealth. The appropriation of 
objects is the evidence that their services are, or are expected 
to become, both scarce and desirable. All appropriated material 
objects, including human beings, are wealth. There are several 
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useful modes of perceiving the items of this wealth. Those 
existing at any point of time can be considered as a stock from 
which subsequent services can be had. Such a stock is called 
capital wealth, or more briefly, capital. We can also consider 
the succession of items that appear and disappear with the 
passage of time. Changes in the rates at which items appear 
and disappear may be noted. We can consider the stock of 
water (capital) in a pipe at a given moment, or the amount of 
water that flows through the pipe in an hour’s time. We can 
think of the flowing itself, of a rate of flow, or of changing 
rates of flow, and so on. All these modes of perception are 
useful, but not to keep them mentally separate leads to con- 
fusion of thought. Mental comparisons between two succes- 
sively existing stocks have a different meaning from compari- 
sons of successive flows and from a comparison between an 
existing stock and a subsequent flow from it. 

There are three principal wealth-income-property-benefi- 
ciary relations to be kept in mind. Items of wealth are to be 
considered in relation to the succession of desirable events (in- 
come) which are occasioned by them as time elapses. One 
may think of a farm in relation to the successive crop-growings 
upon it. Secondly, any service or set of services is to be 
thought of as being parceled out in accordance with existing. 
property rights either—(a) among simultaneously running, co- 
ordinate rights, such as those of a landlord and a share-tenant ; 
or (b) among successively running rights, such as those of 
successive tenants of a farm; or (c) in any combination of 
simultaneous and successive rights such as those of the land- 
lord, a municipal corporation with an easement to run a water 
pipe through the farm, and a succession of tenants upon the 
farm. The third principal relation to be considered is that 
between persons and the avails of their rights. The tenant may 
be thought of as one to receive the benefits of his rights to the 
farm’s service. By a tacit assumption of the role of property 
the series of relations can be reduced to two: (1) increments 
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of income and the wealth from which the income* flows (or 
wealth and yielding by wealth) ; and (2) increments of income 
(incoming) and the persons benefiting by the incoming. 

In employing these wealth-income-beneficiary relations, 
there must be no identification of incgme with items of wealth 
acquired. There must be no confusion of the items of wealth 
that are produced with the services of producing them. The 
fruit that comes in is neither the service of the orchard nor the 
income of the orchardist. The fruit is wealth—not income. 
The yielding is the service by the orchard; the coming in is the 
service to the orchardist. It is only an accident that in some 
cases the measure of the new form of wealth is equal to the 
measure of the yielding and the measure of the coming in. 
When water turns a turbine we do not call the wheel the in- 
come; we think of the turning as the service; we measure the 
service by the amount of work done. 

Associated with the capital sources, too, there are undesir- 
able events, disservices, the negative of income. To obtain 
fruit, human labor must be done in the orchard; tools and ma- 
chinery must be purchased, operated, and repaired; containers 
for the fruit and means of transporting the fruit to market are 
indispensable. The performance of the labor and the providing 
of means with which to obtain the fruit, to assure the coming 
in of fruit, are all disservices. 

Every economic event requires for its completion the par- 
ticipation of two categories of instruments. There must be 
an acting instrument or set of instruments, and there must be 
an instrument or set of instruments acted upon. It is con- 


“The word “income,” Fisher observes (Capital and Income, p. 122, note) 
is etymologically inapt in discussing this relation. It is an outgoing of 
service from its capital source, it is a yielding, that we are considering ; we 
are looking downstream from the capital-wealth source. When, in turn, we 
stand with the recipient, looking upstream, the services are perceived to be 
coming, in. The present active participles “yielding” and “incoming” more 
nearly suggest Fisher’s meaning than do the noun forms “yield” and “in- 
come.” The suggested terminology, had it been adopted and adhered to in 
Fisher’s writings, might well have prevented many of the misunderstandings 
and failures of understanding shown by his critics. 


THE MEASUREMENT OF INCOME 149 


venient to describe these categories as being, respectively, active 
and passive. But note that categories not classes are set up. 
The employees and the equipment of a tool manufacturer are 
active in the making of a hammer, while the materials em- 
bodied in the hammer are passive during these operations. 
Later, the hammer in the hands of a carpenter working at house 
construction is active, the house-building materials, passive. 
An instrument belongs to one category or the other not by rea- 
son of any property inherent in it but because of the nature of 
the events in which it participates. 

The importance of this double-faced aspect of events, of 
this participation of active and passive categories, is seen when 
the point of view of the person who brings the event about is 
related to the event. That which is done by the active category 
at the will of the owner constitutes a service of the active m- 
struments or agents to their owner. But the fact that the 
operation must be performed upon the passive group is a dis- 
service of the latter. When a house owner hires a plumber to 
repair a leaking pipe, the plumber and his tools render a service 
to the house owner. On the other hand the leaking pipe, not 
by reason of its leaking, but by reason of its having to be 
repaired, has performed a disservice to the house owner. There 
has been only one economic event, the repair of the pipe, but 
the participation of one category is favorable, whereas the part 
played by the other is unfavorable. To these double-faced 
events Fisher gives the name “interactions.” An interaction is 
a service of the acting instrument, a disservice of the instru- 
ment acted on. 

In some events the owner, whose point of view is the sig- 
nificant one, is himself a participant. A man may work at 
building his own house. His work is a service of his person 
and a disservice of the house under construction. He does not 
bring the house into existence in order that he may work at its 
construction. When, later, he lives in the house, the house 
renders the service of sheltering his person, but it is a disservice 
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of his person that he must have a house to shelter it. The 
owner is adversely affected when he acts as a laborer; he is 
beneficially affected when he obtains final objective uses. 

But in the great preponderance of events that occur in 
modern roundabout economic processes the owner, whose in- 
come is in question and whose point of view is determining, 
does not participate directly either as an active or a passive 
instrument. He is-not an agent nor is he immediately acted 
upon. He is, rather, an interested bystander. 

It is of the utmost importance that those events in which 
the owner, or person in whose income we are interested, is a 
participant, be considered apart from those in which he is a 
bystander. For we shall see not merely that there are both a 
service and a disservice in every interaction—a thing which 
many economists have failed to see in their analysis of produc- 
tive processes—but that in those events in which the owner 
does not directly participate there is a complete cancellation of 
all services against equal and offsetting disservices. These 
mutually canceling items are called “‘couples.’’ We shall see 
further that the cancellation is one not of equally valued, but 
different, things; the cancellation is rather of the same event, 
however valued, that is looked at in opposed ways. We shall 
see, on the other hand, that there can be no canceling either of 
labor costs (to the laborer) nor of final objective uses (to the 
user). That is to say, all cost or disservice ultimately will be 
found to resolve itself into labor cost, and all income or service 
into final objective uses. The fringes of the income fabric are 
to be looked for in those events in which the person whose 
income is in question is a direct participant. 

Each of the concepts, wealth, capital, services, and dis- 
services, can be dealt with quantitatively as well as qualitatively. 
Each can be measured in appropriate units. Wealth of each 
kind can be enumerated, or measured in surface exposure or 
weighed, and so on. Capital, since it consists of items of 
wealth, can be treated in the same way. Property rights can 
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be enumerated or expressed as rights in so many pounds, yards, 
acres, etc., of particular kinds of wealth. Services or dis- 
services can be measured in terms of work done (or occas- 
ioned) or wealth that has,come in (or gone out) as an incident 
to the operation of productive agencies, or to the holding of 
property rights. But all these are measurable, in some degree 
at least, in terms of a common unit, money value. If a quan- 
tity of money is exchanged for a quantity of wealth, the money 
price is found by dividing the measure of wealth into the 
measure of money exchanged for it. Money value of a 
quantity of wealth is found by multiplying the price by the 
quantity. Price and value of property and of services (or 
disservices) are found by like operations. 

The principal concepts thus far introduced summed up in 
Fisher’s own words ° are that: 


. wealth consists of material appropriated objects, and property, 
of rights in these objects; that wealth in its broadest sense includes 
human beings, and property in its broadest sense includes all rights 
whatsoever; that services are the benefits of wealth, . . . that prices 
are the ratios of exchange between quantities of wealth, property, or 
services, and, finally, that value is the price of these multiplied by the 
quantity. 


The primary analysis of income may be made either with 
respect to income and its capital source, or with respect to in- 
come and its recipient. ‘Capital and Income,” concerns itself 
chiefly with the former aspect.® 

From a social point of view neither what we call the pro- 
ductive processes nor any transfers of interests in things or in 
future services can result directly in any final income. A cot- 
ton-growing enterprise, the land, the tools, the farmer himself, 
and so on, yields raw cotton. If we stop here, there seems to 
be a yielding and an incoming; but if we did stop here, the in- 
coming would be of little or no importance. After ginning, the 


° Capital and Income, p. 51. 
° Pp, 121-122. 
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previous incoming, measured by the raw cotton, has become an 
outgo. We have no raw cotton left; the farm enterprise and 
the gin enterprise have yielded baled fibre cotton and seed. To 
follow one of these joint products only, we will successively 
see cloth appear and baled cotton vanish, cloth vanish and cloth- 
ing appear. Finally, the clothing will be worn. All the former 
services will cancel out against equal and offsetting disservices. 
But there is no objective cancellation of the final service, the 
use of the clothing. 

With respect to human beings all objective income is ul- 
timately resolved into the final uses of material objects just as 
all costs or disservices are ultimately resolved into labor sacri- 
fice costs. Between these limits, but excluding both, there is 
nothing mysterious about the complete offsetting or cancella- 
tion of all service and disservice items; nor is there anything 
arbitrary in asserting the equality of the single items canceled 
against one another. The equality is not a mere conven- 
tionally assumed or asserted equality; for the items are identt- 
ties; each pair is merely one item looked at in two ways. 

The necessity for using up raw cotton in order to get the 
segregated fibre and seed is a disservice of the two latter items. 
This disservice is measured by the value of the raw cotton 
utilized. But the value of this same raw cotton, as an outgo in 
ginning, also measures the service of bringing in raw cotton 
by the farm enterprise. The ginning of the cotton is a service 
of the gin, but the ginning, which is indispensable to separating 
the raw cotton into fibre and seed, is a disservice of the fibre 
and seed, an undesired event incident to the coming in of these 
commodities. Ginning is the same operation whether consid- 
ered in relation to the machinery or in relation to the products. 
If the farmer sells his raw cotton, or the ginner, the ginned 
products, the price paid is identical with the price received. 

Every item in the series can be considered in the two op- 
posed ways; and if we are to avoid statistical distortions and 
falsehoods, every item must be so considered. To assert this 
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complete cancellation is not to set up a mere hypothesis nor to 
assume a simplified state of facts; it is rather to describe the 
facts of experience. No social income arises directly and im- 
mediately from any of these intermediate operations. Only 
final uses appear in gross social income and only labor sacri- 
fice costs appear in social outgo. 

Interactions may, and usually do, result in an increase of 
total utility.” This is true whether the interaction consists of 
a transformation, as of cotton into cloth, or of a transporta- 
tion, as of sawed lumber from the mills to a building under 
construction, or of an exchange of one good for another. In 
these interactions either the services of wealth are applied 
where they are most needed, or the wealth itself is put into 
the hands of those who can use it to better advantage. The 
values to be canceled, however, are connected not with total 
utilities but with marginal utilities. It is because they have to 
do with marginal utilities only that the cancellation described 
is an unassailable statement of fact; for each interaction con- 
sists of one event only; and the (marginal) value attaching to 
that event is numerically invariant to the direction from which 
it is regarded. 

A like result is found from an individual point of view. 
As a result of his own labor and of the services of his tools, 
the farmer receives cotton. He and his tools have rendered a 
common service—the bringing in of cotton. But his cotton has 
occasioned a disservice—the necessity of working and of using 
his tools. When the cotton is sold, it performs a service— 
the bringing in of money. With this is paired a disservice— 
the loss of rights in the cotton. The farmer buys groceries. 
His money performs a service, the groceries a disservice. But 
when the farmer uses the groceries, he obtains a service for 
which there is no objective offsetting disservice’ apart from 
the farmer himself. 


7 Fisher does, indeed, carry the analysis one stage further. In his chapter 
on psychic income, he regards the human body as a transforming agency. 
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All objective services cancel out against equal and offset- 
ting disservices except final uses, stimuli to our senses and 
prolongation of our lives. All objective disservices cancel out 
against equal and offsetting services except the labor of our 
persons occasioned by our attempts ta procure ultimate objec- 
tive service. 

This cancellation of service against disservice in inter- 
actions underlies the accountant’s rules of debit and credit in 
his income accounts. When an operation is performed the 
operator is credited and the product operated upon is debited. 
When a sale is made, the thing sold (which has caused funds 
to come in) is credited and the thing received, which has oc- 
casioned the giving up of goods, is debited.® 

There is one primary measure of income and of outgo 
called “realized income”; and there are two derivatives (or 
derived measures), called respectively “capitalized income” (or 
capital value), and “earned income”’ (or earnings). 

If the successive desirable events proceeding from a wealth 
source can be expressed in money valuations, the time-schedule 
of these money valuations constitutes a measure of gross real- 
ized income. A like time-schedule of the negatively-valued dis- 
services may be prepared. If these schedules are laid out in 
identical periods of time, the algebraic sums of the items en- 
tered in the successive periods constitute a measure of net 
realized income. If any such algebraic sum is negative, it is 
called a net outgo. The periods adopted may be of any length, 


The final form of income is the stream of consciousness itself. To provide 
a desired and long-continued stream of consciousness requires the provision 
of stimuli to our persons as transforming agencies. The requirement of 
means of stimuli, e.g., food, clothing, entertaining spectacles, etc., is a dis- 
service of the body. The text discussion is here terminated with final ob- 
jective income not because subjective income is of no’ consequence, but 
because there is no reason to suppose that accountants will ever need to have 
professional regard for it. 

* The accounting principles governing debits and credits are too often 
looked upon as mere arbitrary, empirical rules. Exptessed as instructions 
to a clerical worker they are empirical rules. But these rules imply a theory 
of income and expense and of measuring income and expense that economists 
have been slow to recognize and to appreciate. 
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or may aggregate to any length, not in excess of the duration 
of the wealth source. . 

Having a realized income from any item of wealth in the 
form of a time-schedule. of all future dollar-items, the series 
can be valued as an entirety by the familiar process of discount- 
ing the items. This amounts to scaling down each future 
dollar-receipt to an equivalent present money value and to 
taking the stim of the terms thus scaled down. This sum is at 
once the capital value of the item of wealth and the capital value 
of the income from it, the present worth of the money-valued 
future services. 

Evidently a capital value of an item of wealth, or of the 
income from that item, can be found both at the beginning and 
at the close of any period of time during the existence of the 
object. If to the realized net income within that period is 
added the increase, or decrease, in capital value during the 
period, the algebraic sum is the earned income, or earnings of 
the period. In other words, net receipts plus appreciation or 
minus depreciation, is the measure of earnings from a given 
source during a period. 

Of the three measures realized income is the elementary and 
primary one; the others are derived from it and cannot be inde- 
pendently derived.*° 


° This “realized income” is different from the accountant’s “realized” 
income. Indefinitely many of the items in it may be future items. The 
accountant reserves this term to denote increments which have been received 
or, at most, to denote increments that will be received within one year. 
The accountant is, of course, familiar with Fisher’s ideas, the schedule 
of future nominal interest receipts and of the principal of a bond owned 
is a common instance of a realized income. 

* The statement that realized income is the elementary, fundamental con- 
cept is often challenged, in the writer’s teaching experience, by excellent 
students. The doubt does not arise wholly from the ground which Fisher 
anticipates and quite successfully deals with in his chapter on earnings and 
income, viz., our common habit, not consistently adhered to, of thinking in 
terms of earnings or standard income. Let the aggregate of wealth that is 
to be valued (or the income from which is to be capitalized) be an orchard. 
Its natural income (its yielding) consists of bringing in fruit. The realized 
(gross) money income terms consist of the money valuations placed upon 
the successive fruit crops. That is to say, we adopt the value of the fruit 
yielded as the value of the yielding, But the fruit is wealth; and the value 
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Certainty or foreknowledge of realized income is not essen- 
tial to its effective valuation. lf we can form a judgment of 
the probability, p, that a five-dollar increment of income will 
occur, that increment is mathematically worth p x $5.17 To be 
sure, we are unable to set down numerical values ranging from 
O to I, i.e., from certainty of failure to certainty of success, that 
correspond precisely with the mathematician’s degrees of 
probability. But we can and do experience effective impulses 
to act upon non-precise estimates that are very like a decision 
to act upon some stated probability. This state of mind and 
the resulting valuations that are acted upon may be suggested 
by a simple case. Suppose an owner of a parcel of unused land 
offers it to a prospective speculative buyer for $1,000. The 
buyer in question mentally fixes an earning at the net certain 
rate of 6% compounded annually as the minimum rate at 
which he will buy. The buyer feels swre that he can get $1,200, 
free of selling and conveying expenses, five years hence; he 

S ying y 

feels fairly confident that he can get more by that time; he 
thinks there is hardly an outside chance of getting as much as 
$2,000 for it. One can represent such a state of mind with 
respect to possible prices five years hence as follows: 

placed upon it is a capital value assumed to prevail at a future time. If 
we draw up a schedule of such valuations for the yielding life of the orchard, 
it is a schedule of capital values. If we capitalize this schedule, we have 
capitalized a series of capital values, a time-series of wealth valuations. 
As a description of statistical procedure—not only that of accountants, but 
that of all others who do actually value incomes—Fisher’s assertion (Capital 
and Income, p. 236) that realized income is the most fundamental concept 
and measure is not true. But this is a fact about statistical procedure— 
not about Fisher’s philosophical analysis—for statistical procedure is always 
incomplete. The basis for the value of the fruit is the value of the uses to 
which the fruit will ultimately be put, that is, the value to the consumers, 
whoever they may prove to be and whenever they chance to use the fruit. 
A schedule of these valued final uses—however many items might appear in 
it and however these items might be distributed in time—can be conceived 
with respect to each fruit crop. Whether these schedules are separately 
capitalized or simultaneously capitalized is philosophically a matter of indif- 
ference. Within the limits of its accuracy, which are imposed by the accu- 
racy of prediction of the final users’ judgments in any event, a schedule of 
the capital values of the crops can be treated statistically in exactly the same 


way as the schedule of valued final uses. 
™ A caution factor, g, is neglected for the moment. 
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Prices possibly Excess of price Estimated chance Effective future 
obtainable 5 years. over that pre- of getting the worth of the 
hence viously considered —_ increment increment 
(J) (C) (Cx J) 
$ ° g Fo 1.00 $ ° 
1,200 1,200 1.00 I, 200 
1,400 200 95 190 
1,500 100 .9O 90 
1,600 100 .80 80 
tT, 700 # 100 65 65 
1,800 I0O .40 40 
1,900 100 10 Io 
2,000 100 .00 re) 
Summation of the increment values.................+- $1,675 


Since each increment is multiplied by the estimated chance 
of getting it, the summation is the equivalent of a price certain 
five years hence. If this resale price, assumed to be net of re- 
selling and conveying costs, can be had at an annual carrying 
expense of $25 for taxes and the like, the offer, subject to the 
caution factor, will be acceptable. For at 6% the present worth 
of $1,675, deferred five years, is $1,251.66 and that of the 
carrying charge annuity is $105.31, leaving a net present worth 
of $1,145.35, nearly $150 in excess of the offer price.” 

If, however, the buyer in question is a person who greatly 
prefers “safe” investments to risky ones, even though a proper 
allowance for the risk itself has been made, he might be un- 
willing to buy unless some other prospective use offered a 
greater gain than that implicit in the risk-free, five-year price. 
Perhaps the most familiar manifestation of the existence and 
operation of this “caution” factor is that inherent in insurance 


“In the foregoing case no opportunity, open to the prospective buyer, 
other than resale at the end of five years, was considered. It is not necessary, 
in general, in purchases actually made for the purchaser to consider all pos- 
sible future opportunities. If, at a price asked, any available employment 
promises a present worth greater than the quoted price an exchange will 
occur. A decision to sell at an offered price is not, however, so easily made. 
Such a decision implies that ~o optional employment open to the seller has a 
present worth as great as the price offered. Much of the accountant’s 
reluctance to express a valuation of a fixed asset greater than its cost is 
attributable to the lack of evidence, or the unreliability of the evidence, 
that even the holder values it at a higher figure. 
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premiums. The value of a unit of wealth multiplied by the 
probability that it will be destroyed within a unit of time by a 
given peril closely corresponds to what is called a “net natural 
premium.” Private insurers must, of course, charge more than 
this amount—the costs of carrying 6n an insurance business 
are not limited to paying damage awards. Assuming correct 
estimates of the probabilities of loss, the odds at quoted pre- 
miums are always against the insured. His willingness to insure 
at odds in excess of the risk of loss discloses the existence of 
this valuation factor in valuations. Not only must the pur- 
chaser discount for time preference and for risk, but for some 
degree of caution also, if the discounting is to account for the 
characteristic spread between a maximum purchase price and a 
prospective future resale price. The coefficient of caution may, 
of course, be equal to or greater than unity in some cases. 

We have seen that the valuation of each and every unit of 
a realized income that is not foreknown or assumed, is a prod- 
uct of three factors: the unit under valuation times a chance 
factor times a caution factor. The resulting product can then 
be treated, in capital valuation and in earning valuation, pre- 
cisely as though it were a foreknown item. This does not 
assert, it should be noted, that the whole future course of valu- 
ation can be predicted, for later evidence may bring within the 
range of possibility items of realized income not hitherto 
thought of; rates of time-preference change with the changing 
circumstances of the valuer ; degrees of chance are not invariant 
to new evidence; nor is a caution factor (or schedule of caution 
factors) a stable quantity. The only assertion made is that at 
any given moment of time the product of the three factors pre- 
vailing at that time can be treated as a foreknown increment. 


Fisher’s Theory and the Accountant’s Compared 


The chief differences between Fisher’s concept of income 
and that of the accountants are attributable to three factors: 
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(1) scope of subject matter contemplated; (2) method of 
analysis pursued; and (3) point of view taken. 


Scope of Subject Matter—Fisher’s treatment may be 
called general and comprehensive ;' the accountant’s special and 
incomplete. All scarce services of whatever nature are in- 
cluded in Fisher’s concept. He is equally interested in the 
sources or 6rigins of services, the manner in which services 
occur, the manifold transformations and interactions of serv- 
ices and disservices that occur between origin and destination, 
and in the way in which services become finally effective. He 
considers the totality of primary or immediate services to be 
had from a given object, the time-distribution of these services, 
and the dispersion of the ultimate benefits of these services 
among persons having rights in them. He discusses the 
mechanism of exchange whereby the flow or time-distribution 
of final services is adjusted to the requirements of persons. He 
is equally interested in the complete time-distribution of the 
final incomes of individuals and of society. 

The accountants, on the other hand, are interested in the 
phenomena of income only to the extent to which these appear 
in a particular enterprise—though these enterprises may range 
from the gainful occupations of individuals or groups to do- 
mestic establishments or from purely private concerns to na- 
tional undertakings. Seldom, if ever, does the accountant have 
occasion to treat professionally all of the income interests of 
any one person; he never has to treat social income. The 
accountant deals with the acquisition and relinquishment of the 
means whereby final income ts to be procured—not with the 
primary origins nor with the final enjoyment of it. When the 
accountant prepares an income statement for a private business 
enterprise, he describes the extent to which past activities in 
the enterprise have enhanced the ability of those beneficially 
interested in the proprietorship to command future final in- 
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come. Present power to command future final income is a 
matter of capital valuation; and changes in this power during a 
period of time is a matter of what Fisher calls earnings or 
earned income rather than of realized income. The accountant 
observes the progression of income phenomena in particular 
component channels; only incidentally does he explore the 
channel to some of its primary sources or follow down the 
stream to any of its ultimate delivery points. A fuller treat- 
ment of this difference between Fisher and the accountants is 
reserved to a later chapter. 


Method of Analysis.—Fisher’s analysis is one of concep- 
tion. No bounds are set to it by obstacles insuperable to sta- 
tistical procedure; though he does, of course, recognize the 
practical impossibility of a complete statistical analysis of in- 
come. He is chiefly concerned with establishing a self-con- 
sistent foundation and with planning a logical framework to 
carry whatever statistical building material may be or may be- 
come available for clothing it. His work is architecture—not 
construction. 

The accountants have no complete philosophical system of 
thought about income; nor is there evidence that they have ever 
greatly felt the need for one. Their generalizations about in- 
come, to the extent that they go beyond procedure at all, are 
too inchoate, in comparison with the structure of procedure 
they have built up, to permit one to suppose that they have ever 
seriously put their minds to the philosophical task. They have 
built up their structure of theory only to the extent that they 
found suitable and convenient statistical material to clothe it 
in. Their advances in theory seem unlikely to precede develop- 
ment of practice; and practice will develop only when inter- 


Ms In his essay in the John Bates Clark memorial volume he makes an 
admirable statement of the limitations of statistical procedure (p. 159) and 


of the difficulties of appraising statistical results (pp. 179-184) in one topic 
within the general subject of income. 
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ested persons become willing to pay for pushing statistical in- 
quiry further than it has hitherto been pushed." 


Point of View.—The greatest difficulties experienced in 
passing back and forth between Fisher’s theory and that of the 
accountants arise from differences in the point of view, or di- 
rection in which the observer is asked to look. If one explores 
a stream frgm mouth to source and keeps his vision focused 
upstream, he will recall a very different succession of images 
from that which he would remember if he worked downstream. 
Something very like this confusing difference must be ex- 
perienced by the professional accountant who reads Fisher for 
the first time; and the economist who is familiar with Fisher’s 
treatment is likely to be bewildered by the work of accountants. 
Both are likely to get an impression of materially different 
notions about income that are more apparent than real. In 
Capital and Income, Fisher says:1° “In this book we shall 
need to consider income chiefly in its relation to the capital 
yielding it rather than in its relation to the owner receiving it.” 
Not only in the book referred to, but throughout his writings, 
the emphasis is heavily upon this relationship. He follows a 
downstream course. And even when, in his pursuit of an item, 
it nears the final recipient, he chiefly looks at it as going to- 
ward rather than as coming toward that individual. 

The accountant prevailingly looks upstream from a point 
slightly above the mouth and observes what is coming down. 
All income looks alike to him as it passes his reviewing stand. 
Where it ultimately came from is a lesser concern than how 
4 Many recent tendencies support the view taken here. Willingness of 
accountants to recognize appreciation of fixed assets, when certified to by 
competent, disinterested appraisers, the increasing number of extensive finan- 
cial and industrial examinations or surveys being made, and the lively 
interest in budgetary procedure that is now to be observed, and many other 
developments, seem to have gathered great strength within the last fifteen 
years. All of these result in an expansion of the statistical treatment of 
income and lead to a reformulation of the implied theory of income in more 


general terms. 
=P pyi2t=122, 
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much of it appears recently to have passed and how much of it 
appears to be coming and when it is likely to arrive. Sources, 
as such, are a matter of indifference. If a long succession of 
income elements is in prospect, it is only of secondary impor- 
tance to know whether the succession of incomes is from a 
long-lived source or a succession of short-lived sources. It is 
statistically possible to make summations of that which has 
gone past and of much that is in sight and on its way down. 
It is not possible to make statistical observations of all pri- 
mary services that have left all primary sources, to trace each 
increment of such service through all its devious wanderings, 
transformations, dispersions, and interactions, and to make 
year-by-year summations of all this infinitely complex mass 
that has run its course or reached any particular stage in its 
course. 

One can mentally picture the yielding of logs by a forest 
tract, the yielding of sawn lumber of many varieties by a 
sawmill, the indefinitely great dispersion in space, and in time 
of use, of these mill products, the infinite variety of final uses 
to which the products may be put, and the succession of persons 
who benefit by these uses. One can even go further and picture 
some of these recipients (they, too, being wealthy) devoting 
their efforts to growing forest trees, and so repeating the cycle. 
But one cannot carry statistical procedure to the enumeration 
of infinitesimals indefinitely dispersed in time, space, and 
money value. A slice of bread may contain wheat content 
grown on 10,000 different farms. 

Statistically, observations can be made of the relations 
between an existing source, the immediate service rendered by 
it, and the proximate beneficiary. One can observe and meas- 
ure the progress of a band saw through a log and determine 
whose lumber is yielded by the cutting. And when many im- 
mediate sources are conveniently congregated under the control 
of one owner or set of owners one may make many like statis- 
tical observations at successive stages. All the simultaneous 
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and successive processes that occur in the sawmill can be 
observed and measured from day to day. But the moment the 
lumber passes to purchasers or dividends pass to stockholders 
or wages to workmen, tHe statistical procedure ceases; for the 
subsequent measuring is too widely dispersed and the lines of 
communication to the account books are broken. The ac- 
countant does not attempt to go beyond the closed transaction. 
That which has passed beyond the control of one enterprise, 
e.g., the lumber sold by the owner of the sawmill, becomes sub- 
ject matter for the accountant serving another and separate 
enterprise or establishment. 

If due allowance is made for the difference in scope of 
subject matter contemplated, kind of analysis made, and point 
or direction of view taken, there is very little discoverable 
difference, within their common ground, between Fisher’s 
theory and that of the accountants. How small the real differ- 
ence may be is easily shown by selecting a stage or two in the 
income cycle and observing the measures made by the ac- 
countants and contemplated by Fisher. 

An accountant, asked to ascertain the amount, in money 
value, of the final objective income of an individual without 
dependents during a specified year, would be likely to set up, 
as a first approximation, what he would call that person’s “liv- 
ing expenses,” or “cost of living,’ or “expenses incurred to 
obtain this year’s living.”"® This first approximation is based 
upon the assumption that value of service received in most 
cases corresponds closely to the value of consideration given; 
but no accountant asserts a universal identity of these amounts. 

If the person in question has kept adequate and convenient 
memoranda that permit the exclusion of all occupational or 

* The term “expense” as used in accounts must always be distinguished 
from “expenditure” or “disbursement.” It is a matter of indifference to 
the accountant when the house rent is paid; the rent “expense” is concurrent 
with the house service. The amount of the expense is the value of the 


consideration paid, or to be paid, for the service enjoyed during a given 
period. 
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gainful operations, the most probable procedure of the account- 
ant would be as follows: 

1. Verify the inventories of household personal effects and 
personal debts at the beginning of the year. This results in 
three schedules: (a) a schedule of résidual use-values (based 
on cost) of those objects, such as stocks of clothing, food sup- 
plies, furniture, and so on, procured earlier, but, to some extent 
at least, to be used later than that date; (b) a schedule of fu- 
ture services, such as house rental paid in advance, etc., not 
attaching to owned objects; and (c) a schedule of personal 
debts then existing, i.e., debts incurred either in procuring 
previously enjoyed services or in procuring consumption goods 
whether these latter have been wholly used or not. The net 
sum of these schedules would be found. 

2. Verify the corresponding inventories at the closing date 
of the year. 

3. Verify the sum of payments made during the year and 
of debts incurred during the year that were not paid during 
the year. 

To this latter sum he would add the net amount of the 
beginning inventories and deduct the net amount of the closing 
inventories. The resulting numerical value will be the “ex- 
penses of living’ for the year. To the extent that outlay, 
whenever made, can be taken as a measure of that which is 
received, the figure that the accountant thus finds is exactly 
equal to the figure that Fisher would find for final objective 
income. No use occurring during the year that has been or is- 
to be paid for, whether directly or indirectly, is omitted; and 
each such use is valued at the outlay incurred or to be incurred 
to get it. No use that occurred in a previous period or that 
is to occur after the period, has been permitted to affect the 
final summation. 

To be sure there are some elements in this procedure that 
look, superficially, like that which Fisher calls earnings. Sup- 
pose there appears in the first inventory valued at $760 a piano 


THE MEASUREMENT OF INCOME 165 


bought six months before the year began at a cash price of 
$800. It is “valued” in the closing inventory at $680, or $80 
less than the year before. The outlays made, with respect to, or 
occasioned by, this piano (tuning, taxes, insurance, care by 
servants, etc.) amount to $30. ‘There is, therefore, an “ex- 
pense” component with respect to this piano of $110. Of this, 
$80 is for “depreciation” (but no “depreciation fund” has been 
created) and’ $30 represents current outlays.” 

There appears to be a (negative) earning amounting to 
$110 and consisting of $30 of “realized’’ (negative) income 
and $80 of decline in value. This appearance would be real if 
what the accountant were really trying to do were to measure 
the unfavorable events that occurred during the year and that 
were occasioned by the ownership of this piano. But this is 
not what the accountant is trying to do. He is trying, rather, 
to place a (negative) value upon the adverse events occasioned 
by this year’s use. A long series of adverse events, payment of 
purchase price, of taxes, of insurance premiums, of tuner’s 
and repairer’s wages, servants’ wages, and so on, has been and 
will be incurred in order to get, not a piano, but piano use. 
Some use has been made this year. Some of this series of 
adverse events is referable to this year’s use. And, finally, the 
amount of this series referred to this year’s use is supposed to 
be approximately equal to the value of this year’s use. The 
$110 becomes a measure of the year’s use. 

During the year the person may have contracted to buy an 
automobile and may have paid for it, but the machine may not 
yet have been delivered by the dealer. This transaction will 

* But this $30 is not necessarily put down as a separate item, because it 
was spent in this year; certainly the closing inventory value of the piano is 
higher than it could warrantably have been put if the piano had not been 
tuned and cared for. As will be shown in the chapters on valuation, deprecia- 
tion is not, in reality, independent of maintenance, upkeep, and repair either 
with respect to past operating charges or with respect to future charges. 
Only where crude approximations are all that the client wants made and are 


all that the public has a right to expect does the accountant treat deprecia- 
tion as though it were independent of other charges. 
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have no effect at all upon this year’s living expenses. The 
amount paid will appear in the summation of payments (item 3 
above), but it will be canceled by a closing inventory item of 
like amount. There has been an adverse event occasioned by 
automobile ownership, but there has been no automobile use; 
hence no expense for the use of this automobile. 

If the accountant were asked to make a closer approxima- 
tion to this person’s final objective income within the year, he 
can readily do so without departing from recognized procedure. 
Suppose the person to have received gifts, valuable in money, 
that have been in use during the year. If some valuation of 
these gifts can be supported by as good evidence as actual pay- 
ment of that amount, no accountant would balk at treating that 
amount precisely as though it were a price paid. If the person 
bought and paid for a vacuum sweeper that wouldn’t sweep, no 
accountant would hesitate to eject the item. This is not an ex- 
pense of sweeper use, for there has been no sweeper use. If 
proper and sufficient evidence can be brought to show a dis- 
crepancy in either direction between the value of a service-use 
and the outlays necessary to obtain it, there is abundant prec- 
edent in accounting procedure for making an adjustment of 
the first approximation that would have exactly the same 
effect upon the measure of the person’s final ob jective income 
that Fisher’s analysis would yield. 

One difference, only, in this particular field, would be 
found. Fisher, apparently, would permit effect to be given to 
the person’s own asserted valuations of the final objective in- 
come. The accountant would not; for he is acting as an inde- 
pendent responsible principal. He is asserting his opinions 
about the affairs of others; and since he cannot penetrate an- 
other’s mind to distinguish between anticipated benefits and 
remembered experiences of benefits, nor altogether rely on 
every one’s good faith, he always requires the corroboration of 
actions or of general traits of human conduct. But this is a 
trivial difference. Fisher does not say that if he were valuing 
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some one else’s income, he would accept that person’s ap- 
praisals. The accountant, on the other hand, does not object 
to having his client disagree with the. valuations he adopts. 
Both Fisher and the accountant would readily admit that there 
are many much desired final objective incomes, for which no 
money valuation whatever can or ought to command general 
acceptance. 

There can be no doubt that the results of the accountant’s 
procedure are often misunderstood. Even in the field of house- 
hold accounts, where the subject matter is all of a kind that en- 
ters the experience of all mature persons, many wholly fail to 
see more than the obvious superficial character of the data em- 
ployed and the numerical operations performed upon them. 
They see the accountant putting down the outlay cost of the 
clothing and of the food, the depreciation on the piano and the 
automobile, the taxes and insurance paid, and so on; it seems 
to occur to few only that there may be a reason for adding a 
decline in value to an outlay and for including some but not all 
outlays. But if the intention of the accountant and his concept 
of final income can be determined by the properties of his finally 
resulting measures, there can be no doubt that his primary in- 
terest attaches to uses enjoyed rather than to outlays made or 
to objects acquired. When he prepares an adjusted statement 
of living expenses, he is preparing it as an index of living in- 
come. The economist does exactly the same kind of thing in 
another field. When he prepares an index number of whole- 
sale prices, he is studying money, not commodities sold at 
wholesale. His chief interest is in the fluctuations of the pur- 
chasing power of money, a thing which cannot be directly 
measured. To study it he observes a few of many price series 
that, in conception, are reciprocally related to the purchasing 
power of money. 

When the accountant is working in the field of final ob- 
jective income, his procedure enables him to find, when the oc- 
casion requires it, exactly the same numerical valuations that 
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Fisher contemplates. Moreover, his procedure enables him to 
find this income without reference to any but immediate (or 
late) sources. He need pay no attention to his client’s gainful 
occupation except to exclude all gainful operations from the 
domestic accounts. Whether the cqllecting reservoirs from 
which the person’s future incomes must be drawn have been 
filling or have run dry, does not in the least matter. But when, 
on the other hand, the accountant is preparing the income ac- 
count of an enterprise (one of these collecting reservoirs), the 
mode of living of the proprietor or of those beneficially inter- 
ested in the proprietorship in the enterprise is none of his con- 
cena” 

In accounting for enterprise income, that which is reported 
is neither a measure of what Fisher calls realized income nor of 
earnings. It is a mixed index of the two. If the enterprise 
holdings included a few shares in a corporation the affairs of 
which are not known to the accountant, the income increments 
will consist of the realized increments, cash dividends, as they 
are received. If a manufacturing plant has been held for years 
without reliable, going-concern reappraisals, the annual income 
accounts are likely to contain depreciation charges based upon 
an original outlay cost. Even this first cost is not a true cap- 
italization. The plant may have cost more, but is likely to have 
cost less, than its maximum service value to the proprietor. 
The arbitrary distribution of this outlay cost over the expected 
periods of service-life and the concurrent “writing down’ of 
the plant’s “book value,” do not constitute true revaluations ; 
nor do they result, necessarily, in a succession of strictly homo- 
geneous valuations. In Fisher’s terminology, neither a true 


** Though the accountant can, he seldom, if ever, does merge the two 
fields. He may merge all the gainful activities, whether or not they amount 
to going-concern enterprises, in a report on an individual’s financial status. 
He may prepare capital accounts of both domestic and enterprise holdings, 
as in bankruptcy cases. He may merge some of the personal income ele- 
ments, ¢e.g., interest paid on a debt incurred in the purchase of a dwelling 
occupied by the taxpayer, with most of the data on gainful activities in 
personal income tax returns. But in the great preponderance of cases the 
fields are carefully segregated. 
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realized income nor a true earning is reported. But the income 
element attaching to the plant service that arises from the “bookx 
value” rule of ‘“‘cost less allowance for depreciation,’ shows a 
much closer statistical resemblance to earnings than it does to 
realized income. In the case of “safe” bonds held the ac- 
countant reports earnings.'® 

This mixed measure is clearly not the result of choice on 
the part of the accountants. All recent development in ac- 
counting procedure is consistent with the proposition that 
accountants wish to ascertain enterprise earnings rather than 
enterprise realized income, There are two principal reasons 
why they do not approximate true earnings more closely: first, 
the unwillingness of their clients to pay for better approxima- 
tions ; and second, the very great difficulty of obtaining reliable 
data upon which to base the requisite revaluations. There is, 
in the case of some professional accountants, a third reason: 
they are not well enough founded in statistical theory and 
method to grasp fully the nature and meaning of the specialized 
statistical procedure in which they habitually work. That is to 
say, there are some accountants, just as there are some in every 
profession, who are pattern followers. 

There is no reasonable ground for doubt, however, that 
earnings (earned income), to the extent that they can be 
economically measured, constitute a superior and more im- 
mediately convenient measure of income. Realized income, in 
Fisher’s sense is, indeed, the more elementary and fundamental 
measure. But not only is it often impossible to lay down ap- 
proximate future schedules of it, but also these schedules 
would need to be interpreted by conversion into successions of 
capital value and of earnings. The proprietor and those bene- 
ficially interested in proprietorship wish chiefly to know what 


* Certain self-canceling pairs are, however, usually omitted. The in- 
crease in value from zero (before purchase) to the value of the considera- 
tion given is canceled, though without entry, against the consideration outgo 
in the period of acquisition. A corresponding couple is omitted when the 
bonds are resold or are paid by the debtor at maturity. 
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net changes in power to command future final income have 
occurred within a year by reason of the enterprise activities. 
Not only is this information requisite to a proper determination 
of shareholders’ investment policy, but to considered decisions 
about their scale of living income tq be planned for the near 
future. Those responsible for the administration of the in- 
ternal affairs are better able to plan and control their policies 
on the basis of earned income than on that of realized income. 
The interests of creditors are best served by the pursuit of 
policies that most greatly enhance earnings. In short, for every 
major purpose for which information about enterprise income 
is wanted the earning figure is more immediately significant 
than is the figure for realized income.” 

There is one apparent but not real difference between 
Fisher’s theory and the accountant’s that seems to be attribut- 
able to the difference between the accountant’s mode of express- 
ing income measures and Fisher’s more complete “‘conceptual”’ 
accounting. He resorts to a “method of balances” (Capital 
and Income, pp. 152-158) to describe schematically how the 
“natural” uses of capital succeed one another in the many stages 
intermediate between primary origin and final use. He shows 
the logging camp yielding logs, the sawmill yielding lumber, the 
warehouse, made of the lumber, yielding protection to a stock 
of cloth, the warehouse cloth yielding tailor’s cloth, the latter 
yielding clothing, and finally, the clothing yielding use. In the 
writer’s teaching experience many able students of accounts 


Fisher is of the opinion (see Capital and Income, pp. 250-254, and 
elsewhere in his writings) that earnings taken as a measure of a tax, 
whether proportional or progressive, is inequitable and harmful. The tax 
burden imposed under a given schedule of rates as between earnings on the 
one hand and final objective income on the other, is undoubtedly different, 
and different to exactly the extent that he describes. But there may be 
more than one tenable view upon the fiscal propriety of a tax on earnings. 
This is especially to be considered if the tax in question is only one of many 
taxes in a fiscal system. Nor is the question of propriety or social excellence 
of a particular tax to be decided without reference to the character of public 
expenditures to be made. The present writer wishes to reserve expression 
of his views on this subject. An adequate treatment would be a major 
digression. 
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think they have found in Fisher’s discussion an implied specific 
productivity theory of income—a theory quite at variance with - 
the accountant’s views. But no such theory is necessarily 
implicit in Fisher’s exposition. The proper valuation of the 
use of a given stock of clothes is wholly unaffected by the 
de facto antecedent stages. The figure would be the same 
whether the clothes were a miraculous gift from heaven or 
resulted from a criminally wasteful use of other and earlier 
forms of capital. Successive contributions may, as a matter 
of fact, occur, and the method of balances suggests a mode of 
occurrence. A thinkable scheme of reconcilement is quite a 
different matter from a statistical summation or analysis. 

There is, of course, a popular fallacy that income, even in 
the sense of final objective services, can be traced statistically 
to remote capital sources. Not only is it seldom, if ever, 
possible to do so, but no purpose could be served by doing it. 
Suppose B and C simultaneously give A $5 each. A notes the 
serial numbers on the banknotes and observes that he pays out 
the one given him by B for a ticket to a football game, which 
he attends. He later sets the value of the spectacle at $6. The 
state of facts supposed warrants A in saying that he got $6 
worth of final income. In a sense he can truly say further that 
B contributed $5 toward this and C nothing. But it is not true 
in an economically significant sense. If A had first deposited 
both notes in his bank in which he had a prior balance of $100, 
and had later drawn a check to pay for his ticket, his “final 
income’’ is unaffected, but he cannot say, except as an arbitrary 
and meaningless form of words, that any specified amount of 
his final income, with respect to the game, is contributed by 
either B or C or by any other person or thing. Increments of 
service performed by objects remote (in stage of causation) do 
not preserve their continuity and identity through successive 
stages in the income sequence, any more than drops of water 
falling at a stream-head preserve their continuity, form, and 
identity until they reach the stream mouth. 
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To speak of the receiving of a money rent upon an annuity, 
or of a dividend, or of month’s wages as income, and of a 
money bequest of $100,000 as not-income,,is wholly without 
propriety. If we stop at the money receiving stage, they are 
all income in the gross, and for exactly the same reasons; each 
implies a servant, a service done, and a beneficiary. If in the 
period in which these receivings occur, we seek for the re- 
cipient’s final objective income, there is no necessary reason 
why we should have regard for any of these items. We look 
at the last stage only. These earlier stages of receiving can 
have no direct influence upon final income in the period of their 
receipt. And, except to the extent that the amount of the 
receipts, together with the amount of other holdings previously 
in hand, influences the decision of the recipient to enjoy final 
income in that period, receipts have no indirect effect. The 
extent of such an indirect influence is not practically measur- 
able. 


The Relative Merits of Fisher’s and the Accountant’s 
Treatment of Income 


It may not be amiss at this point to put forward a com- 
parative appraisal of the accountant’s views and those of 
Fisher. And it may be convenient to make that appraisal upon 
the bases adopted for comparison, viz., scope of subject mat- 
ter contemplated, mode of analysis pursued, and point of view 
taken. 

With respect to the first there can be no possible doubt that 
Fisher’s work is immensely superior. How much of his views 
will ultimately prevail among economists and among account- 
ants no one need consider. Only a guess could be made. What 
the event will ultimately prove, too, might as readily be a fact 
about the two professions as a fact about Fisher’s theory. But 
as a general, comprehensive treatment of the theory of income, 
there is nothing to compare favorably with it in either litera- 
ture. 
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On the score of mode of analysis pursued, no relative ad- 
vantage can be asserted and shown. Both the conceptual and 
the statistical modes are desirable. In scientific work the 
philosophical analysis usually—though not always—precedes 
the statistical in point of time and often very greatly accelerates 
the benefits of the statistical follow-up. The statistical mode 
as a sole mode, has in general, to spend many years in rule-of- 
thumb work, which grows better slowly and becomes increas- 
ingly difficult to change radically. It proceeds by a series of 
patchwork and tinkering. Even when the faults of a special 
procedure become apparent, it is often very difficult to make a 
fresh start. By the time that the intricacies of the procedure 
are learned by a student, he may have long been carried past 
the point at which he, left to his own devices, could have made 
a betterment.?" 

The philosophical theorists, on the other hand, run the very 
great risk of creating an imaginary world of affairs-and of 
mistaking it or causing their readers to mistake it for the real 
world. Even when they are ever conscious that their theories 
describe an oversimplified situation, they cannot be sure how 
bad the distortions are. There is a tendency for such work to 
become a fabric of rational processes based upon plausible 
guesswork. 

Rightly combined, the two modes are immeasurably su- 
perior to either alone. The imaginative mode sketches in pat- 
terns of thought to be checked by statistical measuring. The 
statistical measuring suggests reformulation of assumptions 
more nearly in accord with the facts found. Fisher, ‘as is well 
known, deserves high rank both as a statistician and as a 
theorist. It may or may not be significant that his rank as a 
statistician is not to any considerable extent enhanced by work 
T 2 Miocene. Professor H. F. Blichfeldt, once expressed the view that 
full knowledge of the literature of a problem upon which he may be working 
is sometimes of dubious value to a research mathematician. Left to his own 


devices, he may avoid those manipulations, easy and obvious in their early 
stages, that lead inevitably to difficulties too great to be surmounted. 
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in income statistics. His work in money, backed up by his 
work in price statistics, particularly in index numbers, presents 
a much better consolidated treatment than does his treatment of 
income. 

In the matter of point or direction of view a decision is 
difficult to make. The accountants predominantly focus upon 
what is coming. ‘This is true both with respect to final income 
and to the earlier phenomena whereby final income is got. 
They do, to some extent, reverse this process at times, and 
there are decided gaps, capable of being filled in, between their 
treatment of final income as manifested in household accounts 
and their treatment of the income of single enterprises. Fisher 
begins with the origins of services and traces them through 
to the stream of consciousness resulting from final objective 
services. Very often, of course, he refers his reader back to 
the ultimate beneficiaries’ point of view. He, like other econo- 
mists, begins with wealth and the phenomena of production, 
continues with property and the phenomena of exchange, pro- 
ceeds next to income and its distribution, and concludes the 
schematic development with consumption or the enjoyment of 
income. 

The question of superiority, as between the accountants 
and the economists, with respect to point or direction of view, 
turns upon the answer to a more fundamental and elementary 
one. At what point can the analysis of income most advan- 
tageously be begun? Should the beginning be made in the 
stream of consciousness of the ultimate beneficiary of income, 
or as close thereto as possible, or should it begin with the 
ultimate origins of services? Is there some middle point that 
is more convenient ? 

In general, a beginning can most easily and advantageously 
be made with the most elementary concepts, with concepts that 
cannot be explained in terms of ideas simpler than themselves. 
It is desirable that these first introduced concepts should throw 
as much light as possible upon the more complex ideas later to 
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be brought under consideration. Geometry does not begin 
with hyperspheres, nor chemistry with living tissues, nor 
physiology with the functions of the human brain. Points and 
lines, elements and simple compounds, and unicellular crea- 
tures are better points from which to take off. 

In a late article Fisher says: “I believe that the concept of 
income is, without exception, the most vital central concept in 
economic science and that on fully grasping its nature and 
interrelations with other concepts largely depends the full 
fruition both of economic theory and of its applications to tax- 
ation and statistics.”*” If he had written instead that income 
is, without exception, the simplest and most fundamental con- 
cept of economic science, that only by means of this concept 
can other economic concepts ever be fully developed and under- 
stood, and that upon beginning with this concept depends the 
full fruition of economic theory in economic statistics, it would 
have been an equally true and a more significant statement. 

There is no simpler concept in economics than income if 
the essence of income be “a desirable event.’ No other concept 
in economics throws any light upon its nature or significance. 
If it can be explained in terms of concepts more elementary 
than itself, that explanation must come from the psychologists 
and the physiologists. Economists are prone to begin their 
theory writings with a discussion of wealth. The wealth con- 
cept is, without exception, the most complex and most difficult 
of comprehension to be found in the science. Its full sig- 
nificance can never be seen until the notions of income, of 
distribution of property, of exchange, and of production, have 
been set into their proper relations to it. It is not asserted 
that wealth is difficult to define in the sense that the student 
experiences difficulty in determining, from the definition, just 
what things are, or are not, wealth. What is meant is that 
neither intuition nor direct experience can be relied upon to 
clothe the concept defined either with a comprehensive and 


2 American Economic Review, Vol. XIV, p. 64. 
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properly proportioned sense of its great significance, or with an 
appreciation of the extremely intricate relations between wealth 
and the problems of economic experience. Both of these must 
wait upon a treatment of income. 

The motivation of human conduct with which the econo- 
mist has chiefly concerned himself is directly associated with 
income; it is only remotely connected with wealth and the 
infinite complexity of forms that wealth takes in the modern 
world. One cannot explain what men do in their mode of 
living in terms of what they desire to do in enterprise, but one 
can explain a great deal of what men do in enterprise in terms 
of what they desire to do in their private lives. 

Direct appropriation, properly understood, is not an ex- 
ceptional mode of life; it is the only one available; no one else 
can enjoy events for us; but it is a direct appropriation of 
services desired for their own sake. It is a direct appropriation 
of ends—not of means to an end. The development of eco- 
nomics should begin with objectives, with consumption, and 
should end with production—not, of course, in point of time 
with respect to a chain of events ordered in time, but in order 
of contemplation and in order of exposition. We do not order 
our living to suit existing wealth. We order the wealth 
sources at our command to suit our future income. The gen- 
eral nature of final objective services—nourishment, housing, 
amusement, and so on—survive through civilizations; the 
means whereby these services are had, change too fast to per- 
mit any science to make an exhaustive study of them. 

The present writer believes that had Fisher written “Income 
and Capital,” beginning with a chapter on the topic of psychic 
income and ending with a chapter on wealth considered as a 
kind of embodiment of services directly or indirectly to become 
income, his work would not only have been more useful to the 
thoughtful reading public at large, but also, and most particu- 
larly, to accountants and economists. 

There is very real occasion for regret that the professional 
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accountants lave found so little occasion to work in the subject 
of final objective income. It can hardly be doubted that, in 
their enterprise income accounts they, at times, lose sight of 
the fact that such statistics are wanted primarily for the order- 
ing of the mode of living of the persens interested. For ex- 
ample, it is usually pressure upon shareholders for the where- 
withal to meet living expenses that excites the clamor for larger 
dividends. ‘Full statement of the earning prospects that condi- 
tion the upbuilding of surplus would, at least, prevent their 
urging dividend payments contrary to their own best interests. 
Full statement, too, even though no dividends are forthcoming, 
may put the shareholders in a favorable position—through 
selling part of their holdings or borrowing upon them—to 
maintain their customary scale of living. By keeping more 
constantly in mind the gap between the enterprise earnings and 
the mode of life of the persons interested, the usefulness of 
their income statistics could be greatly enhanced. 

From the economist’s point of view, and for the good of 
the public, it is of very great importance that the accountants 
should make their income statistics as full and as complete as 
the conditions of their professional practice will permit. The 
professional accountants as a whole are abundantly able to 
give us better statistics than they do. It is to be hoped both 
in their own interests and the interests of the public as well as 
in the interests of their clients, that they will continue to press 
upon the notice of their clients the very great importance of 
better and fuller measures of income. The world must, at 
least for a long time, look chiefly to the professional accountant 
for what is known about income. That the work of this chief 
of our income intelligence services should consist so largely, as 
it now does, of what are called ‘“‘balance sheet audits,” amounts 
to showing that our professional public accountants are inade- 
quately employed. 

There is little room for hope that statistical methods can 
ever furnish inductive verifications of what are commonly 
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called the “laws of economics’ as many of them are now 
formulated. They were not invented with a proper regard for 
what can be done statistically.’ If economics is ever to become 
essentially a statistical science, it will be necessary, in economics 
just as elsewhere, to begin with simple measures of elementary 
things that most frequently recur. That beginning point is, 
in the present writer’s opinion, most likely to be income—in- 
come as close to the recipient as possible. There will always 
be room for the imaginative economist. Shrewd intuition is as 
necessary as ever, but it is not sufficient by itself. 


CHARTER [x 


FINANG@IAL “POSITION 


In the foregoing chapters, attention has been given to the 
nature of the elementary ideas of accounts. Assets, liabilities, 
proprietorship, and interrelations of these ideas as implied in 
the equation of accounts have been looked into. The nature of 
income, both gross and net, has been considered and compared . 
with the notions held by some economists. As much of the 
elementary processes of measuring of income as seems neces- 
sary to understanding the special meaning of the income state- 
ment has been set forth. But as yet, no systematic considera- 
tion has been given to the accountant’s chief objective, viz., 
the determination of financial position. This chapter addresses 
itself to the task of explaining the meaning of financial posi- 
tion and showing how and to what degree the major end-prod- 
uct of accounting, the balance sheet, does reflect or disclose an 
existing financial position. 


“Financial Position” Undefined in the Literature 


Every writer on accounts and every accountant asserts that 
the balance sheet is intended to reflect the “financial position” 
or “financial condition” of the enterprise reported on. In ac- 
countants’ usage the two terms are substantially interchange- 
able. The former seems, however, to be displacing the latter. 
Literally considered, the prevailing term seems preferable; 
financial “condition” to many persons, seems to imply too 
much. Curiously enough, neither the writers on accounts nor 
the accountants seem to have given much thought to defining 
either term. A few scattered propositions about the idea are 
to be found, but no systematically considered definitions ap- 
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pear. Is this state of the thought due to an assumption that 
every one understands the meaning of the term? Or is it 
thought that the term is incapable of definition? If both these 
questions are to be answered in the negative, just why has the 
term gone so long undefined ? 


Concept Not Undefinable.—Clearly, an assumption that the 
term is undefinable cannot be made without discredit to the 
accounting profession. Nor is the assumption that every one 
knows the meaning of the expression tenable. Ask the first ten 
bankers or merchants or professional accountants you meet to 
tell you the meaning of the term. Before you have reached 
the tenth you are likely to discover that there is not a common 
understanding. The responses of the accountants will most 
nearly approach one another in form, but they will not be of 
great assistance; for they will amount to saying that financial 
position is that which the balance sheet is intended to reflect. 
Properly considered, this is not a bad answer. The meaning 
of any statistical summary is dependent upon all of the sta- 
tistical operations that have been resorted to in its compilation. 
Whether or not financial position can be said to have a sub- 
stantial core of meaning is dependent upon the extent to which 
a common set of procedures prevails. The importance of the 
term is dependent both upon the degree to which common 
practices prevail and upon the judicious devising and selecting 
of the measures employed. It is quite possible for a term to 
have a definite meaning that is of little importance or con- 
venience. 

The phrasing of the term implies that it has to do both with 
some phase or phases of finance and with a status with respect 
to those phases. It seems to refer to the status of some speci- 
fied concern at a specified time with respect to procurement 
of funds and to distribution of funds. All recognized branches 
of finance have regard for both procurement and distribution 
of funds; and what we call financial businesses or financial 
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institutions have corresponding activities. Thus corporation 
finance deals with the procurement of funds by means of 
corporate issues and with the distribution of funds among the 
holders of these issues. “A bank procures funds of others for 
which the owners have no employment for the time being, and 
distributes funds among those who have temporary need for 
funds in amounts greater than their present possessions. 

The internal employment or application of funds is gener- 
ally comprised under the term, operations. Just what particu- 
lar activities are carried on by means of conversion of funds 
is not subject matter of finance. This does not amount to 
saying, of course, that the applications made and the activities 
carried on are without financial significance. The mode of 
conducting a service of transportation by a railway company 
is not a matter of finance, but the revenue receipts and the 
disbursements have a financial effect. 


Sources and Distribution of Enterprise Funds.—Enter- 
prise funds are procured from two categories of source: (1) 
the excess of receipts over disbursements that occurs in enter- 
prise operations; and (2) the contributions of persons— 
creditors upon loans, subscribers to shares, etc. Of these the 
former is obviously the more significant. But for the prospect 
that operating receipts will, in the long run, considerably exceed 
the disbursements incident to operations, no contributions 
would be made to business enterprises. To speak of a business 
as self-financing is to say that its operating receipts suffice 
both for its conduct of operations and for its current distribu- 
tions of interest, dividends, debt retirements, etc. 

Enterprise funds are distributed according to the tenor of 
contribution agreements and according to public law. In gen- 
eral, of course, more funds are distributed to contributors than 
are contributed by them. 


Four Possible Meanings of “Financial Position.”—A 
“position” to be “financial”? must, therefore, be a position with 


182 THE ECONOMICS OF ACCOUNTANCY 


respect both to fund procurements and to fund distributions. 
Fund procurements, with reference to any specified date, may 
be either past or future procurements ; so also may distributions 
be past or future. There are, therefore, four possible pairings 
which may be shown schematically thus : 


Fund procurements that: Fund distributions that: 
t. Have occurred I. Have occurred 
2. Have occurred 2. Are expected to occur 
3. Are expected to occur 3. Have occurred 
4. Are expected to occur 4. Are expected to occur 


To which of these pairings does the balance sheet most 
nearly conform? What role is played by assets? Clearly the 
first pair will not answer. If this pairing were adopted, the 
balance sheet would have to exhibit a sum equal to the total 
of cash receipts since the founding of the enterprise. Likewise, 
it would have to exhibit the total amounts paid to those who 
have been contributors, e.g., the totals paid to shareholders in 
the form of dividends and redemption of shares and to credi- 
tors, who have loaned funds, in the form of interest and prin- 
cipal payments. Nor will the second and third pairings answer ; 
for each of them implies one of the cumulations implied in the 
first. There remains the fourth pairing. This is the one 
sought—not, to be sure, merely because it is the only one left, 
but for independent, positive reasons. 


Direct Valuations.—These independent reasons, with re- 
spect to expected fund procurements, or power to procure funds 
in the future, may be indicated briefly by a few items. Con- 
sider the cash item.’ It consists of funds available at will or 
on demand. The future time implied is numerically zero or 


*“Cash” is not interchangeable with “money.” Not all money is cash 
nor is all cash money. Money in the hands of an escrow agent awaiting 
the performance of a condition is not available at will or on demand to 
either party. An unpledged demand deposit with a solvent bank is not 
money, but it is cash, i.e., an absolute right to obtain money on demand that 
the business community agrees to treat as the full equivalent of money that 
is in hand and that is disposable at the will of its owner. 
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greater, at the will of the asset holder. Accounts receivable 
obviously express an expectation of funds within a brief+inter- 
val. No event need be intermediate between the present asset 
form and the realization of funds. Finished goods inventory 
likewise expresses an expectation. The waiting interval to a 
concern that sells on credit is longer for inventories than that 
for accounts receivable. Note, however, that there is only one 
stage of operation, one interaction, to occur, viz., an exchange 
of goods for money. The two transfers may not be simul- 
taneous. There may be a waiting period between the transfer 
of the goods and the transfer of money. For partly manu- 
factured goods the waiting interval, on the average, must be 
still longer. But the chief difference between the valuation of 
these goods and that of finished goods is that some additional 
transformation or transformations must occur before the final 
interaction, the exchange for money, takes place. It is still 
possible, however, to make what may be called direct valuations. 
For the amount and character of finished merchantable goods 
to result from the manufacture that has been begun can be 
determined; allowances for residual costs to complete the 
process can be estimated. 

The items just discussed are all capable of a direct money 
valuation that is more or less reliable. Cash involves no 
estimate. Accounts receivable involves an estimate of col- 
lectibility only. Merchandise involves likewise merely an 
estimate of funds to be collected as a result of sales, though, of 
course, a highly reliable estimate is not always possible. In 
the case of cash the enterprise services have all been rendered. 
In the case of the accounts receivable and the merchandise, only 
one service, the bringing in of money, is involved. 


Indirect Valuations.—But not all assets are of this kind. 
In a manufacturing establishment many kinds of machines are 
employed each of which renders a kind of service peculiar to 
itself. None of these services consists in the direct and im- 
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mediate bringing in of money. And while no one will question 
the preposition that the value of a machine is derived from the 
value of its services and from the outlays incident to procuring 
its services, no one can make a direct money valuation of those 
services unless they are to be sold separately. 

The two general classes shade imperceptibly into one an- 
other. Raw materials that can be used for one kind of product 
only, or materials that have been earmarked for some par- 
ticular manufacturing order that must be executed, either by 
reason of contract or to prevent loss of sales, can be valued in 
the same way as partly manufactured goods, though, of course 
with a lesser degree of reliability. Raw materials that may be 
used in the making of any of several products and that have 
not been earmarked for any certain use are still more difficult 
to value in terms of the direct money return that is expected 
to result from the sale of goods into which they enter. 

Somewhere in the scale a shift from direct to indirect 
measuring of funds to be provided must be made. No indirect 
measure of the cash and accounts receivable seems desirable; 
no direct measure of the value of machines employed in manu- 
facture is possible. Just where the shift should be made is 
partly a matter for theoretical (or ideal) consideration and 
partly one of practical possibilities. 


Direct Valuations Preferable if Reliable——lIdeally, of 
course, it would be desirable to have direct measures through- 
out. If we could by any means obtain future manufacturing 
and sales data in the forms and amounts that are later to 
eventuate, we should be able to prepare a balance sheet that 
would be an instrument of precision. We should be able in a 
true and realistic and reliable sense to disclose a financial con- 
dition with respect to the capital value of an enterprise. But 
to carry direct valuation much beyond the inventories, under 
conditions that now exist, runs too close to the work of the 
clairvoyant and the astrologer to appeal to the professional 
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accountant. In attempts to disclose financial condition we 
must either stop short with those valuations that can be made 
directly and with sufficient reliability, or we must resort, willy- 
nilly, to piecing out our direct valuations with some mode of 
indirect valuations. Accountants choose the latter alternative. 


Specific Productivity Not Measurable.—If indirect meas- 
ures are to be resorted to, it would be desirable to have some 
hypothesis of specific productivity that is capable of statistical 
application, and that, applied statistically, would prove to ap- 
proximate the facts of experience as time reveals them. Un- 
fortunately no such hypothesis has been proposed. Just how 
much of the money value of a basket of pears is attributable 
to the light and heat of the sun, how much to the work of 
earthworms and soil bacteria, how much to the chemical content 
and physical mixture of the soil, how much to the bole and 
leaves of the tree, how much to the man who cultivates the 
soil and picks the fruit, and how much to the tools used in 
cultivation, is still a mystery. The services rendered by each 
are capable of definition and measurement by means known to 
us; we lack coefficients of conversion. All these services are 
income, but they are income of incommensurable orders. Hy- 
potheses of specific productivity have their place, if any, in the 
realms of conception only. The students of the calculus of 
variations have not yet solved problems of the order presented 
to us in our daily economic activities. 

But indirect valuations, if they are to be better than random 
guesses, must be based upon some relation that actually exists 
between the future series of fund receipts and disbursements 
and some other series to the values of which we have present 
access. That is, we must find some series of which a sufficient 
number of terms are known that is correlated with the future 
receipt series.” The accountant’s indirect measure of funds to 

* Correlation is used here in its most general sense rather than in the 


narrower sense of a linear contingency such as is disclosed by the Pearsonian 
coefficient. Knowing the age of a human being, one can make a better 
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be provided is based upon a relationship of this general char- 
“acter. | 

Just what series is supposed by the accountants to be most 
nearly related to the future receipts series, and just what re- 
lationship they suppose to exist, cafnot, of course, be deter- 
mined. Accountants have never been given to expressing 
systematically the hypotheses upon which they proceed. Both 
the identity of the series and the supposed relation can be 
approximately determined only by examining what the ac- 
countants actually do. That task will be undertaken here, but 
with no hope of saying a last word. It is hoped only that the 
degree of approximation achieved will be greater than any 
hitherto published. 


Cost and Value or Valuation.—Economists and others 
have often made the gross mistake of attributing to account- 
ants a confusion of cost and value, or of identifying cost and 
valuation. No such crude association can be shown from the 
facts of modern accounting procedure. Others, particularly 
the writers on accounts, have said that accountants adopt cost 
less depreciation as the measure of valuation. This is much 
nearer the mark. But even if depreciation be defined in the 
most refined and accurate sense, with respect to that which is 
found in practice, the statement is still wide of the mark. 
Modern accounting procedure abounds in instances that do 
not conform to this oversimplified description. To make this 
assertion about accountants’ valuations would make the modern 
balance sheet assert things that the underlying procedures do 
not assert at all and would make it omit saying many things 
that it does assert. Cost is only one class of evidence con- 
sidered; depreciation, however defined and measured, is only 
one class of evidence among many. In a multitude of cases, 
initial valuations greater than cost are recognized; in a like 
multitude, increases in value are exhibited. 


estimate of his stature than if one knows only the number of letters in his 
name. Stature and age are correlated. Stature and length of name are not. 
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Valuation of Objects vs. Valuation of Services.—Much 
of the failure to interpret the work of the accountant is due 
to the supposition that he is primarily concerned with objects 
and the valuation of objects rather than with services of ob- 
jects and persons and the valuation of those services. To be 
sure, much of this failure is chargeable to the accountants 
themselves; they do not always accurately describe just what 
they have done in their underlying procedures, but the pro- 
cedures do more clearly imply a much greater emphasis of 
thought upon services, upon income in its most general sense, 
than upon what the economist calls capital goods. 


Hypotheses Underlying Accountants’ Valuations 


The argument of the hypotheses implied in accountants’ 
valuations of funds to be provided by enterprise operations 
seems to be somewhat of the following order: * 


1. Capital Value of an Enterprise.—If all the various and 
sundry services that are necessary to putting a product into 
the hands of the buying public and to collecting the accounts 
can be had for a schedule of outlays sufficiently less than the 
schedule of operating receipts, this aggregate of services can 
be said to be worth as much as it costs. Put in another form, 
if the present worth of all future receipts of an enterprise is 
greater than the present worth of all future operating outlays, 
the enterprise has a capital value equal to that difference. 


2. Value of Essential Services.—If a capital value exists 
in an enterprise, it can be said of any essential service still to 
be obtained that it is worth as much as the minimum present 
outlay at which it could be had in a free market in the quantity 
required. That service can never be worth more than an 
amount thus determined in the sense that any one acting for 
himself and in his own interest could rationally elect to pay 
more for it. 


% For a detailed analysis of these hypotheses and an application of them 
see pp. 206 et seq. 
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If this second proposition is true, a related proposition can 
be derived from it. If the necessary service in question is to 
be procured through control of the agent rendering it (e.g., a 
machine), a valuation of the agent can be found. The agent is 
worth no more and no less than (1) the present worth of fu- 
ture outlays necessary to obtain like services in like amounts 
by the best available alternative means, less (2) the present 
worth of future outlays necessary to obtain the agent’s future 
service in the most economical manner. But it is the assured, 
separable service-series, not the agent rendering them, that 
constitutes the essence of enterprise assets. This is of especial 
importance in considering the valuation of those assets for 
which a direct and immediate, i.e., not indirect and not remote, 
going-concern valuation cannot be made. 

Upon the grounds of the first two propositions, two others 
of prime importance may be based. 


3. Goodwill May Be Positive—The capital value of an 
enterprise may be greater than the sum of the values of all the 
services necessary to carrying on the operations of the enter- 
prise. That is to say, a goodwill can exist.* At any given date 
the present worth of anticipated future receipts may be greater 
than the sum of, (1) the capital value of anticipated future 
outlays, and (2) the capital values of outlays made in the past 
to procure services not yet received or realized. 


4. Goodwill May Be Negative.—The capital value of an 
enterprise may be less than the sum of the values of all the 
services necessary to carrying on the operations of the enter- 
prise. That is to say the negative counterpart (or a credit 
balance) of goodwill can exist. At any given date the capital 
value of anticipated future receipts may be less than the sum 


“Despite the many and varied definitions of goodwill that are to be 
found in the older literature of accounts, in legal decisions, and in the writ- 
ings of economists, the prevailing meaning of “goodwill” among account- 
ants can be said to be the value of the power to earn in excess of the rate 
on cost that is necessary to induce men to engage in the enterprise under 
consideration. 
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of (1) the capital value of anticipated future outlays, and (2) 
the capital values of outlays made in the past to procure 
services not yet received or realized. 


The “Paradox” of “Going-Concern” Value.—There may 
seem, at first thought, to be a paradox in the four propositions 
just made, but there is none. Two related but not identical 
things are being measured. The value of a service is related 
to the capital value of the enterprise in which it is to be em- 
ployed, but an enterprise is not a service, nor is it a mere 
aggregate of prospective services or of present serviceable 
agents. The capital value of an enterprise is determined by 
reference to gainful opportunities available in other enterprises 
and by reference to the time preferences of persons in the 
market for shares in enterprise gains. The value of single 
services or of separable sets of services, is determined by (1) 
the existence of a capital value in the enterprise in which it is 
to be employed, and (2) the best available terms on which such 
a service can be had in a free market in the required amounts. 
Some particular congeries or aggregate of services is requisite 
to every enterprise, but no such set of services is limited to any 
particular set of sources or serving agents. 

The matter in the preceding paragraph is readily illustrated. 
The service of a pair of shoes is worth more than twice as 
much as the service of either shoe worn alone. The service of 
a pair of shoes alone and of an outfit of clothing not including 
shoes adds up to less than the service of a complete outfit of 
dress. Having only one shoe of a pair, one could, if neces- 
sary, rationally pay for the mate as much as the difference in 
value of service between that of one shoe and that of a pair, 
but he could not rationally pay that much apiece for shoes. 

A corresponding, though extreme, illustration in the field 
of enterprise may throw additional light upon the nature of the 
asset valuation problem. Suppose a mining plant to be newly 
and completely constructed and developed, and ready to begin 
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milling operations except for one missing boiler tube. The 
plant is at such a distance from markets that no substantial 
element of the plant can have a scrap value. Suppose that, the 
tube being installed, the enterprise has a capital value of 
$100,000. What is the maximum price that the mine owner 
could rationally afford to pay, if he had no alternative, to 
obtain the installation of the tube? Obviously he could afford 
to pay $100,000; for he could then earn interest on that 
amount as against nothing at all if he did not operate the plant. 
But it is equally obvious that he could not now afford to pay 
$100,000 apiece for two tubes; nor could any one afford to pay 
more than $100,000 for the entire establishment completely 
ready to operate. 

If in the whole program of construction and development 
the mine owner paid no more for any service than the minimum 
necessary to obtain it, and if he chose the best alternatives 
available to him, no single element of the structures, shafts, 
drifts, etc., can rationally be said to be worth either more or 
less than was paid for it. Nor can any element of service 
rendered by these be said to be worth more or less than the 
price impliedly paid for it.° This is true no matter whether the 
capital value of the enterprise implies a rate of return on the 
whole investment, past and future, of 1% per year or of 20% 
per year. 

There is, of course, no intention of asserting here that 
the foregoing hypotheses underlying indirect valuation are 
anything more than hypotheses—though they are as good as 
any proposed. They are quite probably capable of changes 
that would make them fit more accurately what the accountant 

° Note that the ore deposit is omitted from this list. Because the con- 
centrates or the recovered metal in the deposit will be sold, the ore deposit 
is in some degree capable of direct valuation. But that valuation can be 
reached only upon assuming some schedule of future prices, future physical 
yield schedules, and total future costs of exploiting the deposit and effecting 
the sale of mine products. It is doubtful if such a remote degree of direct 
valuation can ever become reliable. Engineers’ valuations of ore bodies 


are direct valuations, but high statistical reliability cannot be claimed for 
them. 
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actually does. Certainly no belief is expressed that the de- 
tailed technique of valuation ever finds precisely the asset 
valuations contemplated in the phrasing of the four proposi- 
tions made. All that is asserted is that the propositions do 
approximately declare the nature of what the accountant calls 
“correct” valuations in so far as he resorts to indirect valua- 
tions. The accountant’s rule of “cost or market whichever is 
lesser,’ applied to finished goods inventories is an indirect 
valuation of this kind. If accountants are to be criticized for 
this inventory rule, the criticism should take the form of sug- 
gesting a direct valuation like that made of cash, accounts 
receivable, notes receivable, temporary investments, bonds re- 
ceivable, and so on, rather than in suggesting some other rule 
of indirect valuation. It is more than doubtful that a better 
indirect rule has ever been proposed. 


“Ideal” Meaning of “Financial Position” 


Beyond doubt the accountants would like to mean by “finan- 
cial position’ a position declared by direct positive measures 
of funds to be provided by enterprise operations. It is equally 
beyond doubt that this can never be done before the gift of 
prevision of all future sales and outlays becomes general. 


“Financial Position” Defined.—With respect to procure- 
ment of funds, then, financial position as disclosed in the bal- 
ance sheet means “regarded from this date, future fund pro- 
curements by means of enterprise operations will occur to the 
extent of the directly valued assets. Toward the procurement 
of further future funds there are certain correctly, but indi- 
rectly, valued assets, future necessary services now subject to 
control, in the amounts set out.” In general, financial position 
is a position with respect to asset valuation and constitution 
rather than with respect to capital value of the enterprise. 


Possible Betterments of Practice.—It is, of course, within 
the powers of public accountants much more closely to approxi- 
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mate the financial position with respect to capital value of 
enterprises than they do. If, year after year, a concern ex- 
hibits a ratio between (1) the sum of net income and of in- 
terest payments, and (2) the book value 6f assets, that is 
greatly in excess of any commonly enjoyed rate upon properly 
valued assets, a substantial goodwill probably exists. No ac- 
countant will deny this. But it is quite another matter to ask 
him as a disinterested, responsible principal to put down an 
amount in figures, or to adopt some one else’s figures and sol- 
emnly declare them to be reliable. Properly to value goodwill 
amounts to determining the capital value of an enterprise. To 
do this requires an extent of intimate knowledge of the affairs 
and circumstances of an enterprise that the ordinary condi- 
tions of the accountant’s engagement do not permit him to 
obtain. Under a proper engagement an accountant will advise 
his client concerning a goodwill valuation contemplated in 
bargaining for the purchase or sale of an enterprise. 

There are, however, conditions under which an accountant 
will adopt a goodwill valuation. If in the purchase of an en- 
terprise the buyer and the seller were strangers in the sense 
of having opposed self-interests, and if a price for goodwill 
was agreed upon and paid, then in a subsequent engagement 
with the buyer if the accountant’s examination of affairs dis- 
closes no good reason for supposing the goodwill to have been 
improperly appraised, he will adopt the valuation and certify 
his statements without qualification. Many have felt that the 
brief dogma frequently expressed by accountants that goodwill 
should not be certified to unless paid for, is trivial. And so 
it would be if the mere fact, or alleged fact, of payment were 
thought to be decisive. Many accountants and writers on ac- 
counts have exposed themselves to this interpretation of their 
words. But a more favorable view may be taken. The sig- 
nificant matter is not the mere fact or form of payment, but 
it is the fact that real payment, when the interest of buyer and 
seller are really opposed, constitutes a penalty too heavy to be 
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ignorantly assumed. Ascertained good faith and corroborated 
prudence, evidenced by payment to a stranger in interest, is 
by no means a trivial ground. 

For precisely the same reasons and upon precisely the same 
grounds, other valuation accounts of the same order as good- 
will are recognized. Necessary services in organization, if 
actually paid for in good faith, may be shown. The same 
kind of services actually donated and later merely asserted by 
the donee to be worth a specified figure, will not be adopted. 
What a man honestly thinks he might have paid is a different 
thing from what he really would have paid if actually called 
upon to do so. 


Possible Uses of Reports in Series.—Those who are often 
ready to criticize the accountant for his failure to express an 
opinion about goodwill and other intangibles often neglect to 
use the information with which the accountant does supply 
them. If a concern has been operating many years and has 
regularly had its affairs reported on by professional public ac- 
countants, the series of annual balance sheets and of annual 
income statements will present a great deal of useful evidence. 
If, year after year, the sum of financial charges and of net 
profit are stable, and, converted to a rate of return upon the 
book value of assets, show a high rate of gain, there is a strong 
presumption that a positive goodwill exists. If, on the other 
hand, the rate is low in relation to the rates prevailing in the 
industry, the presumption is that the goodwill is negative, that 
is, that the capital value of the enterprise is less than the sum of 
the asset valuations. But these are no more than presumptions ; 
for it is always possible that the technique of valuation pur- 
sued for years has too rapidly been writing off the value of 
fixed assets. Value return rates are, therefore, too low and a 
“secret reserve” is accumulating that must, of necessity, bring 
about higher future rates after fixed assets are reduced to a 
minimum book valuation. Valuation errors in the reverse 
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direction are associated with correspondingly displaced income. 
Some evidence that both classes of error are fairly common 
can be gleaned from the amounts of net income upon which 
corporations have paid the flat-rate federal income taxes. 


Fund Distributions.—Little need be said of the other as- 
pect of financial position. Observance of the so-called bal- 
ance sheet equation requires the amount of distributions shown 
to be equal to the amount to be procured. The classification 
of distributions amounts to little more than a direct valuation 
of financial debts and an allocation of the difference to the 
proprietary interests. 


The “Ideal” Balance Sheet.—To say that the conventional 
balance sheet, with its associated statements, falls far short of 
accomplishing its ideal purpose is rather to express a confident 
hope for betterment than, necessarily, to imply an adverse criti- 
cism of the accounting profession. In the concluding chap- 
ters certain of the influences leading to betterment will be dis- 
cussed and appraised. Let it suffice here to say that to reap the 
full benefit of what can be done by professional public ac- 
countants will require the working together of an active and 
aggressive public interest in the conduct of affairs, of a livelier 
appreciation of the monetary value of good accounting service, 
of a rationalizing of business, and of an improved theory and 
technique on the part of the accountants. 


CHAPTER X 


THE ACCOUNTANT’S PROBLEM OF VALUATION 


Restraints upon the Accountant 

It has been made apparent in the previous chapters that the 
accountant’s problem of valuation is not coextensive with that 
of the economists. But even within the common ground of 
the two fields, the accountant is less free to express the valua- 
tions that he thinks ought to be found and expressed than is 
the economist. Clients are not always willing to pay for ade- 
quate service. Certain statutory enactments prescribe modes of 
valuation that do not always accord with the accountant’s views. 
The absurd “cost of reproduction new less depreciation” rate- 
base rules in the field of public utilities remove the incentives 
to good valuation work. 

Revenue acts set up ill-considered and changing statistical 
determinations of taxable income and provide awkward and 
fluctuating systems of tax-rate progressions.  IIl-considered 
phrasings in corporation charters, unwise by-laws, errors of 
judgment expressed in directors’ resolutions, arbitrary cove- 
nants in indentures of stock issues and bond issues that bind 
the corporation to a specified mode of valuation procedure— 
these and a host of others either constrain the accountant to 
give effect to a mode of procedure to which he does not neces- 
sarily subscribe, or, at best, offer strong inducements to deviate 
from good procedure. _ The accountant has his living to get by 
that to which he gives expression in his reports. The economist 
has a freer hand in what he does, though, of course, fewer 
opportunities to participate in valuation programs. 
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Restraints Imposed by the Engagement.—It is not always 
possible in reading the report of an accountant to determine 
what special restraints were imposed upon him in his engage- 
ment. Nor can one be sure always that an expressed or an im- 
plied hindrance to which the accountant has given way is a hin- 
drance that the profession would. recognize as a legitimate one. 
When one reads in the accountant’s “certificate” of the balance 
sheet of a very great corporation, “The minutes of the Board 
of Directors were not placed at our disposal,’’ one may have to 
make a blind guess at the extent to which additional caution 
was taken in verifying the valuations of assets and of liabili- 
ties. Since there may be indefinitely many hindrances to good 
valuation, and since most of these are operative temporarily 
or locally only, no attempt will be made to consider critically 
even the principal divergences from what is loosely called “good 
practice.”’* But in attempting to discuss that which is gen- 
erally done where circumstances permit a fairly free hand to 
the accountant, it is clearly recognized that many inadvertent 
minor errors will be made. There is no possible way of deter- 
mining to what extent an accountant has been free to act as 
he would choose to in the joint and common interest of his 
client and the public. 


Restraints Arising Out of Lack of Data.—Certain por- 
tions of the problem of valuation will have to be omitted, not 
because the accountant is not interested in them, nor because 
he is not free to consider them, but because he cannot possibly 
obtain the data requisite for their consideration at the time 
he requires them. Accountants are fully aware of the differ- 
ence between “dollar accounting’? and a conceivable “purchas- 
ing power accounting,’ and would prefer, just'as the econo- 
mists do, a purchasing power accounting. But the adjustment 


1“Briefly defined, the term ‘good accounting practice’ means accounts 
and methods of accounting which correctly reflect the financial position of 
a concern and its gross and net income.” Montgomery, Auditing Theory 
and Practice, 4th ed., Vol. I, p. 345. 
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data can never become available at the time records are origi- 
nally made, nor do they become available in time for report- 
making. Whether or not it would pay to make such an 
accounting currently, is doubtful; but the cumulative effect of 
a depreciating currency upon valuations of long-lived assets and 
debts may be such as to require partial readjustments at rela- 
tively long intervals. 


Theory of Value vs. Theory of Valuation 


Economists often assert that the accountant’s theory of 
value and of value determination are markedly different from 
their own. Often, apparently, they base that assertion on no 
better ground than that the numerical valuations expressed 
by the accountant do not conform to the economist’s definitions 
of the nature of value and of the measure of value. Such an 
inference is of dubious validity. The economist, in general, 
calmly assumes the existence of data that never have been avail- 
able and never will be. Having defined value and rent, the 
economist says of a parcel of land that its value is equal to the 
present worth of its future rents. He observes that an account- 
ant is carrying it at cost in his successive balance sheets. Be- 
fore he infers that the accountant has a different theory of 
value, he should ask himself what particular figure he would 
adopt and how he would get it. These future rents constitute 
an infinite series that can, term by term, take on a very great 
range in value and may be either positive or negative in sign. 
The series of present worths of these terms is also an infinite 
series. Each term in -the series is itself a summation. The 
economic rent series simply has no real existence. Nevertheless 
certain approximations can be made to land valuations good 
enough to serve for practical purposes. The actual taking of 
a price by the seller and its payment by a buyer, each acting 
irrevocably in what he conceives to be to his own interest and 
each presumably having some skill in appraising the practicable 
options available to him, provides a working valuation for the 
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land. The accountant merely adopts this “prudent investor” 
figure until he obtains equally reliable evidence to support a 
different valuation. Whether or not the accountant is always 
sufficiently skeptical about “cost”? valuations, or sufficiently 
eager in his search for new evidence of greater merit, is a fact 
about the importance that he attaches to “correct” valuations 
rather than a fact about his theory of value and value measure. 


No Theory of Value Professed by Accountants: Valua- 
tion Practice——To what extent the accountant’s theory or 
theories of value differ from any held by the economists is 
not the subject matter under inquiry here. Whether or not 
accountants as a class subscribe, or would subscribe, to any 
theory of value is not known. They do practice valuation ; 
and much of their procedure they adopt in common. An at- 
tempt will be made to describe their valuation process and to 
suggest certain means whereby this process may, in due course, 
be changed for the better. These suggestions, let it be noted, 
are not based, proximately at least, upon any theory of value, 
but upon a theory of valuation. A theory of value may be 
conceptual only—most theories of value are. But theories of 
valuation are statistical. They do not go beyond the bounds 
set by the data that are, or that may become, available. A 
theory of valuation treats of selecting a set of procedures ap- 
propriate for discriminating data in the form of money-valua- 
tions. It is but an elementary and specialized kind of statistical 
theory. Statistical theory is a theory of measurements that are 
subject to error. 

Certain elementary propositions drawn from the general 
theory of measurement have especially weighty significance in 
this special field. These propositions are assembled in the list 
below. The list does not purport to be complete; for while, 
in a sense, all general propositions about measuring are ap- 
plicable to valuation, many of them find their chief significance 
only in fields in which analyses become mathematically com- 
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plex or in which errors can be reduced to small ranges. Only 
those thought to be most significant in the present stage of ac- 
counting development are listed. Both the existing procedures 
discussed and changes proposed will be referred to these 
propositions. | 


Propositions about Populations that Are Not Classified 


1. Nature of a Statistical Population.—If individual meas- 
ures are to be merged by summation or otherwise, the individ- 
ual things measured should belong to a common population. 
That is to say, these things must all be sensibly alike with re- 
spect to the property (or set of properties) or the variable 
character (or set of characters) under investigation. All per- 
sons resident in a defined community at a specified time con- 
stitute a statistical population if the property under investigation 
is density per square mile. They do not constitute a statistical 
population if one is investigating age at which first marriage 
occurs. 


2. The Unit of Measure.—If measures are to be merged, 
the unit of measure must have a sensibly common significance 
throughout the measuring. Tons of fresh fruit hauled over a 
specified railroad division may have a sensibly like significance 
with respect to the operating of refrigerator car lines. But the 
tons of this fruit have a different significance with respect to 
food value. 


3. Stability of the Unit.—If measures are to be merged, 
the unit of measure must either be uniform in magnitude 
throughout the measuring, or all units employed must be con- 
vertible into the unit in terms of which the measures are 
merged. Measures to the nearest yard are not convertible into 
measures to the nearest inch, but measures to the nearest inch 
are convertible into measures to the nearest yard. Statures of 
mature men expressed correct to the nearest yard, converted to 
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inches by multiplying by 36, would find most men to be 72 
inches tall! 


4. Method and Circumstances of Measuring.—If measures 
are to be merged, the method and circumstances of measuring 
should be as nearly as possible common to all measures. Stat- 
ures measured when the subject is prone cannot be properly 
added to those measured when the subject is erect. 


5. Degree of Error.—If measures are to be merged, the 
degree of error (error per unit of measure likely to occur) 
should not significantly vary as between one variate and an- 
other. Measures with instruments of precision should not be 
added to measures made with instruments of approximation or 
estimate. 

It will be noted that these propositions are not a counsel of 
perfection. Statistical theory forbids no measuring, however 
crude or fantastic; it declares against the merging of sig- 
nificantly unlike data. To express these notions in the impera- 
tive mood would be to forbid all accounting. What the propo- 
sitions do prescribe is this: if the condition cannot be fulfilled, 
either limit the summations to a sample of the population, or 
classify the population and deal separately with the classes ; and 
if a sample is dealt with, this may or may not require to be 
classified. In accounting valuations it is necessary to depend 
upon samples and it is always necessary to classify if the valu- 
ation summations are to be convenient for those who employ 
them. Not all those separable elements of service having the 
economic essentials of assets are called assets; and no account- 
ant is content to express a mere undifferentiated. summation of 
assets; he presents a classified list. 


Propositions about Classes and Sub-Classes 


1. When to Classify.—If the significance of one or more 
variates 1s materially different from that of any other variate 
or variates, classification should be resorted to. Material 
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differences of significance, as between one unit and another, 
should not be permitted to exist in any undifferentiated sum- 
mation. This is true no matter whether the disparity arises 
from doubt of the eligibility of the thing measured to be con- 
sidered a member of the population, or from lack of a common 
significance of the unit of measure, or from instability of the 
unit, or from the differences in degree of error in measuring, 
or from any combination of these. It is one thing to write: 


otaldliabiliticss weenie erly ete eee ieee $100,000 
It is quite another to write: 

Overdue notes, bills, and accounts payable ...... $ 90,000 

Otherslia bites craemtoseeciri erste sels rie hears siete 10,000 

Potaleiabiitiess ners eee ee se Soares $100,000 
It is still a different thing to write: 

Accounts and notes payable not due............ $ 50,000 

Bonds payable (due in 10 years).......-eeceeees 50,000 

Motalalia bilities sericea ee eter itor: ate are Obes $100,000 


2. Relations of Classes and Populations.—All the proposi- 
tions made above about populations that are not classified hold 
equally for classes and sub-classes. This is true though it 
should result in setting into a balance sheet a class that con- 
sisted of one indivisible item only. 


Propositions about Samples 


1. When to Employ a Sample.—If a true population can- 
not be dealt with as an entirety, a sample may be taken for 
measurement. This is true not only in the obvious case in 
which the population is too large but also in the case in which 
some elements of the population may elude identification or, if 
identified, are incapable of significantly reliable measurement. 
Public accountants, in general, do not attempt to verify every 
unit valuation; they test and scrutinize. Some elements having 
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the essential economic attributes of assets may escape discov- 
ery ; presumably some escape notice in every large engagement. 
Some elements, like the purchasing habits of steady customers, 
may be too difficult to value. 


2. Samples as Indexes.—Samples may be employed either 
as indexes to the total population or as though they constituted 
a population. If the sample is related in some known way to 
the entire population or class from which it is taken, it is pos- 
sible to discuss the larger body in terms of the observations 
upon the smaller. If the properly sampled items in a test of 
inventory stock sheets prove reliable, reliability of the entire 
list may be inferred. But if the relation of the sample available 
to the total population or class is not ascertainable with sig- 
nificant reliability, the sample may be dealt with as though it 
constituted the population. Every accountant admits that a 
true element of goodwill may exist without his being able to 
place a reliable valuation upon it under the conditions of his 
engagement. To issue a balance sheet without notice of good- 
will at all, that is, to issue one that exhibits all the assets prop- 
erly valued by listed classes and to exhibit a valuation for the 
proprietor’s net estate that ignores a goodwill believed to exist, 
is wholly justifiable. Objection to expressing a valuation for 
a goodwill element that can be established with significant relia- 
bility is quite another matter. 

3. The propositions made above about populations and 
classes and sub-classes thereof, hold equally for samples and 
for classes and sub-classes of these. 


Criteria of Superiority 


The objects of valuation being agreed upon, one theory of 
valuation may or may not be better than some other. So, also, 
may one basis of classification or one method of measuring, or 
one unit of measure be better than some other. But it is not 
always possible to justify a choice on any better grounds than 
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arbitrary personal preference. Revenue acts, for example, may 
possess differing degrees of merit with respect to convenience 
to the taxpayer, economy of administration, minimizing the 
likelihood of fraud, and so on. All good citizens will assent 
to the proposition that the more convenient and economical a 
tax is and the fewer frauds that become possible, the better the 
tax. Suppose tax A to be better with respect to frauds than 
tax B but’ tax B to be more convenient to honest taxpayers. 
How much inconvenience, however measured, is equivalent to 
a given amount of fraud? Unless all fully informed, disin- 
terested persons can agree upon some coefficient of conversion, 
no general proposition of superiority in one of these taxes can 
rise above personal preference. Only the somewhat dubious 
test of the predilections of a majority is available as a test. 
Money values and ethical values are, in general, not intercon- 
vertible. Fortunately the conflict of incommensurable quan- 
tities plays no leading part in determining choices in the field 
of valuation. A mode of valuation may possess differing de- 
grees of merit with respect to timeliness, reliability, ete. But 
these are capable of defensible money valuations; they are, in 
essence if not always in statistical fact, commensurable. A 
mode of valuation, too, may possess different degrees of merit 
with respect to the legitimate interests of directors, adminis- 
trative officers, creditors, shareholders, and so on. To a great 
extent these, too, are measurable in money terms. It is pos- 
sible, too, as between two modes of valuing, that one may be 
better on all scores than the other. 


“Best” Measure vs. Many Measures.—Fortunately the im- 
possibility of proving one method of valuing to be better than 
another, when such an impossibility is encountered, is seldom of 
great moment. The difference of merit in dispute may be 
agreed to be small, so that no one is seriously harmed by an 
election. But what is important is the fact that the optional 
choices are never mutually exclusive. If there are several good 
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methods, each differing materially from the others with re- 
spect to one form of merit or another, there is no reason at all 
why more than one valuation should not be made and ex- 
pressed. There is nothing whatever to hinder the valuing of 
an inventory both at cost, at market, at cost or market which- 
ever is lower, at selling price, at selling price less allowances for 
selling and other expenses, and so on. Cases are plentiful in 
which more than one figure is enough better than any one to 
warrant the finding of more than onex_No harm is done by an 
accountant’s expressing a choice of one as a best “all-purpose”’ 
figure in given circumstances and in furnishing figures of a 
different meaning for the benefit of those who may differ in 
opinion, or who may have only special needs for information. 
As between two good but materially different methods of valua- 
tion, the most sensible election is often to choose both. The 
parallel of this problem of choice is well known in general 
statistics. No longer do writers in statistics argue furiously 
about which of indefinitely many averages is “the best.” If for 
any series the arithmetic, geometric, and harmonic means, the 
median, and the mode are given, more is told about the series 
than can be told by any one of these or by any set less than all 
of these. 

The interminable argument that has been carried on by the 
text writers and others about the relative merits of the many 
formulas for measuring depreciation has failed, not only to 
produce the real merits of the several methods, but, more sig- 
nificantly, it has failed to produce a rational set of criteria of 
excellence whereby to test the aptness of any formula for any 
sub-class of fixed assets. Still more significantly the parties to 
the controversy, while they may admit that no one is always 
best, have failed to consider the possibility of simultaneously 
adopting more than one. 

The same kind of controversy has been carried on among 
economists about the merits of formulas for index numbers. 
Before Fisher’s book, “The Making of Index Numbers,” was 
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published, a great many formulas had stout champions. While 
he may possibly not have settled the question by his “ideal” 
formula, he has shown beyond doubt the form of argument 
whereby the relative merits of formulas are to be discriminated 
a contribution immensely more valuable than a mere list of 
the merits possessed by any formula or set of formulas. 

Any thoughtful examination of the reports of professional 
public accéuntants will quickly disclose some degree of im- 
plied recognition of the propositions made above about statis- 
tical populations, samples, classification, methods of measuring, 
and criteria of superiority. Whether or not the degree of im- 
plied recognition is adequate and whether or not a formally 
expressed and applied set of propositions—fuller, of course, 
than the one set out here—would lead more rapidly to better- 
ments of practice, will be a part of the subject matter under 
examination in the remainder of this book. 


CIV PINION Gi 
VALUATION PROCEDURE: DIRECT VALUATION 


This book is concerned with the statistical nature and mean- 
ing of accountants’ results rather than with giving instruction 
in the art of accounting. The discussion of valuation will, 
therefore, be organized on the basis of modes of valuation and 
their effect upon the meaning of summations. The usual or- 
ganization, of course, proceeds first to group and classify the 
items to be valued and then discusses their valuation piecemeal. 
There is, of course, a good deal of comment in the literature 
on the fact that a wide diversity of methods of valuing is ex- 
emplified in every balance sheet. Full recognition is given, too, 
to the fact that for many significant and common balance sheet 
items there are many markedly differing competing formulas, 
or techniques of valuing, in the field. Very little attention is 
given, on the other hand, to the effects of a mixture of meth- 
ods upon the meaning of statements. Still less is said of the 
importance of making valuations that are to be summated as 
nearly homogeneous as possible. Almost nothing at all has 
been done, in an explicit orderly fashion, to discover to what 
extent a common, general method might be expected to enhance 
the usefulness of the principal statements. 


Conditions under which Direct Valuation Is Possible 


It was noted in the chapter on Financial Position’ that 
some valuations must of necessity be indirect in the sense that 
no separable realized income series, in terms of money re- 
ceipts, can ever be found for some types of assets. There is 
no means of determining sales receipts many years in advance. 


See pp. 183-191. 
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Nor, even though it were possible to do so, could such receipts 
ever be analyzed into the component elements to be derived 
from the several contributing agencies or services of agencies. 
Nor could any one seriously consider the abandonment of read- 
ily applicable direct methods, such as those applied to deter- 
minate debts, cash, etc. The meat of the theoretical and prac- 
tical problem, then, seems to be to find out to what lengths 
direct valtfation should be carried and to discover some sys- 
tem of indirect measuring that will supplement the direct meas- 
ures with as little statistical error as possible» What things 
ought to be valued directly? What indirect measure or meas- 
ures should be adopted? What.is the effect of the confusing 
mixture of methods now in use? 

<A direct valuation is possible when, and only when, ad 
realized money income exists and is statistically determinable.27 
The increments of such an income may be either positive or 
negative in sign, and may be distributed in Suture time in any 
way. Any direct and separate or separable conversion into 
money in a future time—no matter whether the conversion 
gives rise to a coming in, or to a going out of money—gives 
rise to a realized income. If one could approximate the whole 
future series of money outgoes and of money receipts of an 
enterprise, one could find, given a rate of discount, a direct 
capital value of that enterprise. The degree of reliability of 
such a valuation would be dependent solely upon the reliability 
of the estimates of amount and time of receipt and outlay and 
upon the propriety of the rate or rates of capitalization 
employed. 

But it is rarely, if ever, possible statistically to project 
either the series of receipts or the series of disbursements far 
into the future. Both series may be substantially completed 
with respect to such elements as cash, accounts and notes re- 
ceivable, the liabilities, evidences of debt (of others) held. 

2 “Realized income” is employed throughout this chapter in the sense in 


which Fisher employs the term. (See “Capital and Income,” index cita- 
tions under “income” and “realized income.” ) See also, pp. 154-155, supra. 
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Both series may be fairly approximated with respect to finished 
goods inventories. Certain sales orders for goods under manu- 
facture, certain corporate stocks, e.g., non-participating, cumu- 
lative preferred shares in controlled companies that exhibit a 
stable earning power well in excess of dividend requirements, 
and many others. In some degree both series may be forecast 
for materials of manufacture on hand, ore deposits in sight, 
timber stands, etc., but for these the range of probable error 
in the estimate becomes great. 

In a general manufacturing industry, or in any private 
enterprise holding long-lived assets not for sale but for use 
conversion, the series of future receipts, beyond the conclusion 
of the operating program now in process, becomes indetermi- 
nate. Until a decision is reached both as to what will be pre- 
pared for sale, how much will be prepared, and when the offer- 
ing will be made, no series of receipts can be written at all. 
Even if sales prices could be forecast an operating program 
must be determined before the products, price times quantity, 
can be written. With respect to the services of certain long- 
lived assets not held for sale the future series of outlays to be 
incurred can often be approximated to a useful degree. Our 
experience with steam-generating’plants, for example, permits a 
fair approximation of future outlays for certain kinds of main- 
tenance, upkeep, repair, etc. The “natural” service of such an 
assembly as a steam plant can be more nearly approximated 
than can future sales receipts. Steam generated may be used 
for indefinitely many final purposes, i.e., for the manufacture 
within an establishment of a great variety of ultimately mer- 
chantable goods. But until these goods are determined upon, no 
conversion of the steam-generating service into a money-bring- 
ing-in service is possible.* ; 

*The amount and character of equipment installed may compel some 
plant operation in order to minimize loss, despite unfavorable market condi- 
tions. A steel manufacturer may have to continue operations (in some 
kind or kinds of products) even though he must lose money; for he may 


lose less by continuing than he would by abandoning his plant or selling it 
to another, or dismantling it for scrap. In general the “natural’’ income, 
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Advantages of Direct Valuation—The advantages of 
direct valuations, if they can be made with a fair degree of 
reliability, over indirect valuations, are obvious. If a mer- 
chant has made a sale of goods to a solvent purchaser and has 
taken in exchange a note for three months the present worth 
of the note is more useful information to every one interested 
in the enterprise than is the “cost’’ of the goods sold or any 
other index 6f value, however derived. On the other hand, an 
attempt to obtain a sales-yield valuation of the raw materials 
inventory of a watchmaker—no matter how carefully one esti- 
mates allowances for manufacturing and other costs or outlays, 
one is not likely to find a figure more reliable than some more 
simply determined indirect valuation. “Cost” or “market” or 
“cost or market whichever is lower” applied to each class of 
materials in such an inventory may be equally or more reliable; 
and any of these avoids a spurious appearance of accuracy. 
Cost of such an inventory may not be very satisfactory infor- 
mation, but if any one treats it as though it were a reliable 
direct valuation he has himself to blame for any adverse con- 
sequences of his adoption of the figure. The valuer has dis- 
charged his duty when he has ascertained or closely approxi- 
mated the cost and has described his mode of ascertaining cost. 


Limits of Direct Valuation.—Just where direct valuation 
should leave off and indirect valuation should begin is a mat- 
ter that cannot be simply expressed in general terms. To de- 
cide, as the accountants formerly did, that only certain kinds of 
items, e.g., cash, accounts and notes receivable, debt securities 
held, the concern’s own liabilities, etc., can legitimately be val- 
ued directly, and that these must always be so valued is need- 
lessly to limit the usefulness of their own reports. Circum- 
the direct immediate service of a capital instrument, is much more stable 
and more readily forecast than is a future sales receipts series. Despite the 
prevailing degree of specialization actually observed in output it is rare that 
the equipment of any concern is limited in usefulness solely to the production 
of any one product of given specifications. A machine, even though it can 


render only truly unique services, may nevertheless be useful in preparing 
many different kinds and grades of product for the market. 
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stances may exist in which elements of each of these (except, 
possibly, cash) may not be appropriately valued directly. But 
the chief needless limit upon usefulness lay,in refusal, in ap- 
propriate circumstances, to value certain items directly. If the 
error in a direct valuation is very likely to be less than the 
difference between the true value and any index or indirect 
valuation, it is plainly advantageous, cost of ascertainment 
aside, to adopt the direct measure. 

No great amount of space need be given here to the valua- 
tion of those items which accountants habitually value directly. 
Their direct valuations very closely conform to theoretical re- 
quirements. Some few minor inconsistencies need to be 
pointed out and, in the case of certain items, the form of ex- 
pressing the valuation requires comment. 


Valuation of Financial Items 


Accounts Receivable.—If, and to the extent that, direct 
valuation is undertaken, all valuations should be properly ad- 
justed with respect to time. The prospective receipt of a dol- 
lar tomorrow has a different significance from the equally prob- 
able prospect of a dollar a year hence. The realized income, in 
other words, must be discounted. In valuing cash or demand 
liabilities, since the waiting period is zero or negligible, no 
discounting operation need be performed. The valuation is 
completed by multiplying the item to be realized in the (ex- 
tremely near) future by unity instead of by the reciprocal of 
one plus the interest on one. When time becomes zero, interest, 
no matter what the rate, becomes zero. In valuing accounts 
receivable, accountants make an allowance for excess of cus- 
tomers’ balances over the amount that is expected to be col- 
lected—the familiar allowance for bad debts—but they rarely 
discount this adjusted balance for a period corresponding to 
the accounts receivable turnover period. Granting the pro- 
priety of the allowance actually made for bad debts as such, 
the residual balance is habitually overvalued. Moreover there 
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are other elements of overvaluation in this item. Rarely, except 
when some extraordinarily expensive difficulty in collecting 
some account or accounts is anticipated, do the accountants 
make an estimate of collection costs and deduct this from the 
amount outstanding. Some accountants, though the number is 
becoming fewer, do not eliminate from this item the amounts 
of cash discounts still available to customers. Except to the 
extent that the allowance for bad debts may be great enough 
to equal the losses plus discounts to be taken, costs of collec- 
tion, and interest on the investment, the accounts receivable 
may be overvalued. That is to say, there is not a probable 
dollar-for-dollar equivalence between the cash item and the ac- 
counts receivable. 

It will not do to object that the waiting period is short, 
that all costs of collection do become charged, and that some 
available discounts may not be taken. Every one knows that 
the proportion of available discounts varies, that, at times, col- 
lections, though certain, may be slow and expensive, and that 
the amount of accounts receivable balances fluctuates from 
year-end to year-end. Nor is it satisfactory to object that gen- 
erous allowances are usually made for bad debts. The valua- 


tion may be conservative but the wrong expense accounts are 
affected. 


Notes Receivable.—Notes receivable are similarly valued. 
If the notes are “interest bearing’? and are shown at “face” 
value there will appear an “accrued interest receivable” valua- 
tion account to express the increase of value since the issue of 
the notes. Non-interest bearing notes that arise out of loans 
of money are also expressed at face value, but an “unearned 
interest receivable’ valuation account with a credit balance 
will offset this special overvaluation. But if non-interest bear- 
ing notes arise directly from sales at invoice prices that con- 
template a credit under such notes, not all accountants will 
reduce the face valuation to allow for interest. Nor do all 
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make allowances for expense of collection. This latter item, 
except on dishonored notes, is relatively small when the debtor 
makes the note payable at a bank. There is some tendency to 
overvalue notes receivable but it is a lesser tendency than in 
the case of open accounts. , 


Investments.—Investments in bonds and other instruments 
or contracts that are readily capable of direct valuation are 
usually properly valued in the sense that appropriate effect is 
given to waiting periods. In the case of some relatively short- 
term issues the discount or premium accounts are sometimes 
scaled down from period to period in amounts determined by 
dividing the total original balance (of the discount or pre- 
mium) by the number of periods to run. This practice, as com- 
pared with the appropriate effective rate method, undervalues 
bonds bought at a premium and overvalues those bought at a 
discount. 


Short-Term Debts.—The relatively small errors found 
above in the short-term receivables have their counterparts in 
the valuation of short-term debts. A debt of a dollar due a 
year hence has, numerically, a smaller value than one due in 
one day. But on commercial obligations, not by their terms 
interest-bearing, accountants habitually state the future amount 
to be paid rather than the present worth. Some, too, do not 
deduct cash discounts available at the date of the balance sheet 
even though it is the habitual practice of the concern under 
audit to pay all its commercial accounts within the discount 
period. Failure to deduct the discounts receivable often re- 
sults in larger error than is made in neglecting the interest 
factor on accounts that are to be allowed to run their full term. 


Statistically Erratic Procedure.—It will have been noted 
that the errors just considered tend to cancel one another, as 
far as their effect upon the net proprietorship is concerned. An 
overvaluation of a current asset, since it has a positive sign, 
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has the opposite effect from a numerical overvaluation of a lia- 
bility. The credit or debit balance of errors is usually very 
_ small. Neglect of discounts available, either to customers or 
to the concern under consideration, and neglect of collection 
costs is believed to be worth remedying. Neglect of the in- 
terest factor, on the other hand, is not so serious.” Indeed, a 
very good case can be made out for stating both the current 
receivables arid the current payables (within a limit of, say one 
year) at their full future value, i.e., at principal and interest. 
If these current financial items are so expressed they would ex- 
hibit expected dollar-receipts from the asset sources named, 
and dollar-disbursements required to be made, as a result of the 
business done in the late part of the previous period. Such an 
exhibit is, in some ways, more convenient to use than one in 
which effect has been given to interest. But one or the other 
ought certainly to be chosen. Either all current receivables 
and all current payables should be discounted or none should 
be. Interest is implied in every contract of deferred payment 
whether it be expressed or not. Nor does an expressed rate of 
interest necessarily conform to the real rate implied in the 
transaction. Thus if the alternative terms available to a buyer 
are: (a) $100 with 2% discount if paid in to days, net $100 
due in 30 days, or (b) a note for $100 due in three months with 
interest at 6%, the real rate for three months is $101.50 — 
98/98, or 3.57%, or about 14.29% per year. 

It must not be supposed that the remarks just made about 
the valuation of current items are intended in any serious way 
as an adverse criticism of accountants. Rather the opposite 
is true; the smallness of the errors in detail and in resultant 
aggregate is intended to be depicted in order to exhibit a proper 
contrast with the much larger errors of estimate that cannot 
possibly be avoided in certain of the indirect measures. In 
the following paragraphs the case of inventory valuation is 
discussed. There is no ground whatever for hope that direct 
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inventory valuations, except in a few scattered cases, can ever 
become so reliable or so precise as the direct measures now 
commonly found for current receivables, current liabilities and 
conservatively secured evidences of debt. But there is ground 
for hope that direct valuation of inventories may become gen- 
erally more reliable than the indirect valuations that now 
prevail. 


Valuation of Inventories 


Experimenting with Rules.—One does not have to go far 
back into the literature to find accountants dealing summarily 
with the subject of inventory valuation. The great handbooks 
on auditing, notably Dicksee’s and the earlier editions of Mont- 
gomery’s, dismissed the subject with a few sentences or para- 
graphs. From “cost” as the prevailing rule, a shift, later con- 
curred in by the profession in America, was made to “cost or 
market, whichever is the lesser.’ This latter rule was spoken 
of as “more conservative.”’ But the recent literature shows a 
marked discontent with both these rules. Close observation of 
recent practice will disclose the fact that the older rules can no 
longer be said to prevail. As yet no clearly marked tendencies 
toward the general adoption of any particular rule can be 
shown. The profession is, consciously or unconsciously, ex- 
perimenting with rules. 

But is this experimenting a new thing or merely a more 
striking manifestation of a continuing willingness to alter pro- 
cedures to fit new conditions? Even in the days when an al- 
most unanimous assent seemed to be given to the rule of “cost 
or market, whichever is the lesser” * both by the writers and the 
practitioners, there was no real uniformity that went beyond 
the mere “form of words” used to describe practice. To have 
a meaning at all, the cost or market rule must have its terms 
statistically defined. Let us see what they did mean. 


“For the sake of brevity this rule will hereinafter be referred to by the 
term ‘cost or market.” 
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Meaning of “Cost or Market.”—TJn the first place, neither 
cost nor market referred to the inventory as an entirety but to 
the severally considered specific commodities entering into it. A 
crude scheme of the process can be shown as follows: 


Tue A Trapinc CoMPpANny 
MERCHANDISE STtocK SHEETS 


si December 31, 1927 

: : Cost or 

Commodity Quantity Cost Market Noreer 
15 TO eer 24 doz. $ 30.00 | $ 28.80 | $ 28.80 
BR ces sean too lbs. 50.00 60.00 50.00 
OR Seen S Cn ees IO cases 27.00 25.00 25.00 
2G; Scere 50 cases 125.00 140.00 125.00 
plo talseap wet lectern ree $27,000.00 | $28,000.00 | $24,000.00 


If for some items “cost’’ is the lesser and for others “mar- 
ket” is the lesser then the “cost or market’? summation is neces- 
sarily less than either the “cost” total or the “market” sum. It 
is well known that even in periods of general change in price 
level particular commodity prices do not move in parallel lines ; 
some rise while others stand firm and still others fall.° Even 
in a period of rapid, general rise of prices, cost or market will 
generally show a total less than cost; and during periods of 
rapid price declines the cost or market figure is less than mar- 
ket. Much has been said about the “‘conservatism” of this rule. 
Later we shall inquire into the merits of this kind of con- 
servatism. 


Meaning of Cost.—But what is cost? What items enter 
into the cost summation? Even in the heyday of the rule there 
° To get an adequate notion of the instability of particular prices with 


respect to an existing price level see Mills, The Behavior of Prices, items 
indexed under “price dispersions” and “price displacements.” 
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was no agreement. There has never been a general agreement 
upon any single element of cost!’ Consider a simple case of a 
retail merchant. In his closing inventory he finds 12 cases of a 
given brand of canned asparagus. He had 10 cases on hand at 
the previous stock-taking. In the interval he has bought 120 
cases. He has bought from various persons at fluctuating 
prices. For simplicity’s sake assume that all lots were bought 

on the same terms, 2/10—net/30, f. o. b. seller.® 
His last three shipments received, in calendar order of re- 
ceipt, were 10, 5, and 4 cases at invoice prices of $2.60, $2.50, 
and $2.55 respectively per case. He took his cash discount on 
the first of these, he lost it on the second, and, on the inventory 
date he still has the privilege of a cash discount on the last. 
What is the purchase-price cost element in these 12 cases on 
hand? Is it the implied cash price available within 10 days of 
shipment, or the invoice’ price, or the invoice price less such 
discounts as the merchant took advantage of? All three of 
these purchase price elements have been recognized. But which 
purchase lots determine this cost price: (1) the last one only; 
or (2) 4 cases ( the size of the purchase order) at the last 
price of $2.55, 5 cases at $2.50, and 3 cases at $2.60; or (3) 
some average of the whole year’s dealing? All three (count- 
ing several kinds of averages as one) of these methods found 
a following. Does freight and cartage inward enter into this 
cost? If so how much and how determined: (1) some per- 
centage of the year’s total inward freight; or (2) the freight ac- 
tually paid on each shipment? Again there was no agreement. 
If for “retail merchant” we substitute “manufacturer” the 
diversities of meaning attached to “cost” become endlessly 
numerous. How shall the materials used be priced; how shall 
“direct labor’ be charged; how shall overhead be distributed ? 
What items enter into overhead; how shall “unearned burden” 
be treated? Does it make any difference whether “process”’ 
° That is, the buyer pays the freight. He may pay the invoice price in 


30 days, or if he elects to pay within 10 days of shipment, he will receive a 
discount of 2% on the invoice price. ° 
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costs or “manufacturing order’’ costs or no cost accounts at all 
are kept? In statistical reality “cost” has indefinitely many 
meanings. 


Meaning of Market.—The meaning of “market”? was (and 
is) even more confused than that of “‘cost.” In a loose way it 
can be said to be equivalent to cost (whatever cost means) of 
replacing the inventory on the best terms available at the date 
of the inventory. No difficulty that is encountered in finding 
“cost” is absent in finding “market”; and there are several ad- 
ditional difficulties. Prices quoted are not necessarily the prices 
the concern in question would have to pay. Freight charges on 
carload lots, made up of many kinds of things bought simul- 
taneously from one seller, are less than charges for small ship- 
ments of particular commodities, etc. In the case of manufac- 
turers there is often no price quoted except those of competing 
sellers of like goods. For partly manufactured goods there 
are no quoted prices at all. For these latter items accountants 
usually adopted the most recently experienced costs of 
production. 

When it is said that in statistical reality there is not, and 
never has been, a rule of cost or market but a myriad of rules 
described by the same form of words, it is not implied that 
there ought to be one rule and one only of this type. The 
writer does not believe that any best “all-purpose” rule for the 
indirect valuation of inventories is capable of formulation. 
Even if such a rule be expressed in a formula sufficiently de- 
tailed to cover all cases, there is no good reason for supposing 
that for the greater number of enterprises a better rule special 
to the enterprise could not readily be found. There is abundant 
ground for supposing that the diversity of rules found in prac- 
tice occurs for this very reason; the client and the accountant 
are simply agreed that both “cost” and “market’’, need to be 
defined with reference to the special problems presented in the 
enterprise under examination. 
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Choice of Rule——Nor when the merits of a direct valua- 
tion are urged is it intended to be asserted that professional 
accountants are wholly or even chiefly responsible for failure 
to adopt the superior method.’ Accountants do not manage 
businesses. Even when they direct the taking of an inventory 
they are not wholly free to take it in any manner they see fit 
to adopt. After all, it is not the accountant’s inventory. \.The 
accountant’s whole duty to his client and to the public is 
summed up in this: is the inventory valuation such a valuation 
as is likely to mislead any legitimately interested person to his 
serious harm? If it is, the accountant, as an independent, re- 
sponsible principal, must not certify to the balance sheet set- 
ting it forth without some qualifying comment upon the valua- 
tion. If it is not he may accept it without comment. That 
which does not deviate materially from the usual and normal, 
i.e., that which conforms to established custom, is acceptable 
without comment» 

If accountants have been at fault in inventory valuation the 
fault lies in not urging upon their clients a more rational and 
direct mode of valuation. To what extent accountants have 
urged better methods the present writer does not know, but he 
does presume a goodly amount of inertia in the matter on the 
part of both accountants and clients. 


Inventory Value and Going Concern Value.—Givyen fa- 
vorable conditions, how ought an inventory of merchantable 
goods to be valued? To answer this requires an answer to the 
question, what is “going-concern’ valuation? That is here 
taken, ideally, to mean “that valuation which would be most 
significant and useful to the owner or prospective owner of the 
valued thing in the conditions and circumstances in which it 
is held.” This amounts to saying that the valuation should be 
dependent solely upon the contemplated use of the valued thing 
in the operations of the enterprise. With respect to an in- 
ventory of merchantable goods held for sale, this contemplated 
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use is the bringing in of money funds. The present worth of 
the amount of money that can be got for them in the conditions 
in which the enterprise is placed, less the present worth of the 
future outlays and expenses properly referable to such a dollar- 
volume of trade expresses not merely the chief but the only 
significance this existing stock of goods can have. 


The Proper Réles of Direct Valuation, of Cost, and of 
Market.—It is not asserted that cost is without significance. 
Cost has a very great significance. Cost already incurred plus 
future costs to be absorbed by the margin between cost and 
future selling price determine how much net operating revenue 
will result as a direct or proximate result of having acquired 
these goods for sale. Cost is needed to determine how much 
of the outlays and expenses incurred in this year are properly 
referable to next year’s operating reports. The cost of this 
year’s closing inventory is not a cost incurred in obtaining this 
year’s net income... But neither the amount of net revenue to 
be got from the purchases represented by this inventory nor 
the cost incurred with the intent to obtain income next: year 
measures the significance of the goods themselves.” There may 
be some numerical relation between the amount of cost and 
the amount of net yield to be had; cost series and income series 
may be related, but they are not identities. The importance of 
the goods, the probable results of having decided to get the 
goods, and the division of costs between the year that has 
closed and the year that is opening are not only wholly dis- 
tinct but wholly independent ideas. 

Nor is it asserted that market is without significance. 
Clearly the spread between the existing market and the avail- 
able selling price may be of the utmost importance in determin- 
ing what goods to acquire for sale in the future. The spread 
between cost of acquiring goods and the selling price of them 
must provide for both the expenses of selling and general ad- 
ministration and for whatever profit is to be had. But the sig- 
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nificance of acquiring more goods of a given kind is quite a 
different thing from the significance of goods that have been 
acquired. 

The essence of the situation is this: goods have been ac- 
quired and are now on hand; nothing,can be done, now, about 
the costs incurred to acquire them; costs are history. Nor, 
with respect to the inventory actually held, can anything be 
done about market. Market has to do with operating cycles 
not yet begun. Inventory valuation has to do with the unfin- 
ished business. 

Cost and market figures may, indeed, throw some light upon 
probable selling prices. If in any particular industry the spread 
between cost and selling price seems to center about some par- 
ticular interval, the existing market quotations may help to 
form an opinion about the stability of an existing selling price. 
If a high degree of correlation exists between current costs 
(market) and selling price then any marked deviation of an 
existing margin from the predominant margin can reasonably 
be expected not to persist long. But if the degree of correla- 
tion between selling prices at one date and selling prices at a 
date a week or a month later is greater than that between 
present market (or past cost) and selling price a week or a 
month later, then present selling price is better evidence of 
later selling price than is either cost or market. -It is, of course, 
desirable to have all the valid evidence available. Cost must 
be estimated in any case; market needs to be determined if 
budgets are to be prepared. But primary valuations based on 
going selling prices and adjusted to take account of any change 
of future selling price that has been announced, or any change 
implied by the status of market costs, may be more reliable 
valuations than are found by other methods. 


Valuation at Selling Price Minus.—The lead in valuing 
inventories at selling price, less expenses of conducting a vol- 
ume of business operations corresponding to the amount of 
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the inventory, has been taken by the meat packers, mining con- 
cerns, oil-producing and refining enterprises, and concerns deal- 
ing in cotton and grain. In a considerable number of local 
instances retail merchants, particularly department stores, have 
adopted the practice. It is no longer matter for surprise to find 
an unqualified certificate attached to a balance sheet in which 
the inventory has been valued at selling price less estimated 
expenses allocable to the volume of sales represented by the 
inventory." 

This book is not a proper place in which to set out a fully 
developed discussion of inventory valuation; the purposes of 
this book are satisfied by a sketch of conventional practices, 
mention of what appear to be true recent advances, and the 
bare outlines of a scheme toward which it seems desirable to 
work. It will be noted that the scheme proposed below does 
not abandon cost or market but supplements that rule. It at- 
tempts not only to find figures appropriate for carrying value 
in the balance sheet and for use in determining cost of goods 
sold but also to find figures that show the position of the con- 
cern in the market in which it buys (or manufactures) and in 
the market in which it sells. It provides, in other words for 
the three aggregates, viz., cost, market, and net selling value 
to yield some named rate upon the investment. Each of these 
figures has a special significance. The simultaneous exhibit of 
all of them in their proper relations one to another must, of 
necessity, be more convenient than any one figure to the man- 
agement, to trade creditors, to bankers, and to shareholders. 
The proposal is outlined in the paragraphs immediately 
following. 

For finished goods, that is, goods intended to be sold in the 
form in which they are held, unit prices should be expressed 

“For an index to the recent developments of the professional accountant’s 
views upon this problem of inventory valuation compare the text matter on 
the subject in the second, third, and fourth editions of Montgomery’s Audit- 


ing Theory and Practice. See also the Income Tax Regulations on the 
same subject for the corresponding period. 
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‘for cost, for market, and for carrying value. The unit prices 
for cost and for market may be determined in any way thought 
to be most suitable to the enterprise. The method of deter- 
mining unit cost and unit market prices should, of course, 
become a part of the inventory record and be certified to by 
the person responsible for pricing. The carrying value price 
might be determined in a number of ways. The one suggested 
here is to multiply each unit selling price by a fixed constant, R. 
This constant is determined as follows. (1) Standard ratios to 
sales (preferably averages of the concern’s own experience) 
should be found for loss on bad debts, selling expenses, and 
general expenses including costs of collection (but not interest 
paid or other distribution items like income taxes). (2) Some 
normal industrial rate of return converted to an average rate 
on the concern’s own inventories should be found. The constant 
which is to be multiplied into each selling price then becomes 
one minus the sum of the rate allowances for subsequent ex- 
penses and for a normal profit on the inventory.® 


THe A TRADING COMPANY 


Stock Sheet, Inventory of Finished Goods, December 31, 1928. 


Unit Prices Values Cost less 
Quan- Carrying value 
Items . 
tity RX Cc Eat 
Market | Cost Market Cost neat hee) 
sales Value + -- 
A Oo $1.25 iS 125 |$ t20 |$ 127 $ 7 
Berton: 200 4.00 800 820 810 || $ 5 
© 200 5.00 1,000 1,020 960 60 
DD aatyey tees 1,000 4.50 4,500 4,555 4,300 255 
Tecate 1,000 5.00 5,000 4,900 43950 50 
OS eects 500 2.00 I, 000 875 1,075 200 
MOCBIS LE ell iv each (Racca reams [banees verre | tet eee te $124,000 |$125,000 |$118,000 || $8,000 | $1,000 


° Thus if the following rates are found: for loss on bad debts, 0.01; for 
selling expense, 0.24; for general expense, 0.12; and for normal net profit on 
sales, 0.03, the constant, k, becomes I—(0.01+0.24+-0.12+-0.03) or 0.6. This 
figure times the unit selling price gives the unit carrying value or the price 
ber unit upon which a normal profit can be made. 
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Stock sheets should be devised to provide columns as fol- 
lows: (1) identification of items; (2) quantities on hand; (3) 
unit prices at market, at cost, and at k times the selling price; 
(4) values at market, at cost, and at k times the selling price; 
and (5) excesses of cost over carrying value and excesses of 
carrying value over cost. The illustrative sheet above is in- 
tended to be schematic only ; it is not put forward as a form. 

From thé summaries of the stock sheets the balance sheet 
items can be made up directly thus: 


Finished goods inventory—cost....... $125,000 
Add excesses of carrying value over 

COS Uvarov eines Hycher eal ovaialedeierel ele ee fs I ,000 

$126,000 

Less excesses of cost over carrying value 8,000 


Carrying value estimated to yield x% net on sales $118,000 


A footnote to the inventory item may then be expressed 
thus : 


Inventonyea tmarke tami a amene et semeeiec orcere eee $124 ,0009 


Advantages of Multiple Valuations.—It is obvious that 
the carrying value may be higher than the greater of cost or 
market or lower than cost or market or may occupy any in- 
termediate position. But in no case can the balance sheet ex- 
hibit be said to lack conservatism unless all of the valuation 
figures are too high. On the other hand, it should be observed 
that it gives, in addition to the information that any one of 
the figures could give, the following items of information: 


® Tt will be noted that provision for any additional analysis that special 
circumstances suggest may readily be made. Cost or market can be had by 
inserting a column in which to record the cost valuation or the market valua- 
tion, whichever is the lower. Or two columns may be inserted in one of 
which excesses of cost over market may be recorded; in the other, excesses 
of market over cost may be entered. Similar analyses of differences between 
market and carrying value may likewise be made. Whether or not these 
difference data are worth computing can be determined only by the special 
circumstances of an enterprise. The writer thinks such data likely to be 
much more useful to department heads, to sales managers, to budget officers, 
to bankers and others than much of the current output of “research depart- 
ments” of many concerns. 
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1. The trend of the buying market (or of manufacturing 
cost). Both aggregate cost and aggregate market are shown. 
The difference between them measures the movement within 
the carrying period. In the illustration given, $125,000 — 
$124,000 = $1,000, or a decline of 0.908 on cost. 

2. The spread between current cost (market) and net sell- 
ing value to yield a normal profit. In the illustration given 
$124,000 — $118,000 = $6,000, or 0.048 on market. This 
indicates the deficiency below a normal rate of profit that the 
concern may expect to earn on new business within the near 
future. 

3. The spread between cost and net selling value. In the 
illustration this comes to $125,000 — $118,000 = $7,000, or 
0.053 on cost. This is the expected deficiency below a normal 
rate that the concern expects to experience on their present 
inventory. 

4. A measure of dispersion of price spreads. In the ex- 
ample shown the concern has a prospect of earning $1,000 more 
than a profit at the normal rate on some goods and $8,000 
less on others. 


Not only does the proposed plan give this additional in- 
formation, but the carrying value extended in the balance sheet 
has the special merit of being more conservative than any of the 
prevailing rules when conservatism is most needed, viz., in 
periods of declining prices in which concerns are forced to 
sell at a loss and at end-of-season inventory periods when 
prices are cut to move seasonal goods, and in the case of con- 
cerns that are low profit earners. 

Much has been said of the conservatism of the cost or 
market rule. It is not conservative in any sense whatsoever 
except this: The figure thus found is a lower sum than is the 
sum of costs or the sum of estimated replacement costs. Not 
only are there times when both market and cost are so high for 
a whole trade that a profit cannot be made on either, but there 
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are always some enterprises that cannot possibly earn a profit 
or break even on such a valuation. In the year 1920, we had 
the spectacle of many trades unable to move their inventories 
at prices that would either repay their actual costs or the prices 
at which they could have replaced their stocks. 

If by “conservatism” were meant “a valuation at which 
there is a reasonable prospect for a fair profit,’ the cost or 
market rule is least conservative when conservatism is most 
needed, viz., (1) in periods of falling prices; (2) in the case 
of concerns that are generally losers or low profit earners; and 
(3) at end-of-season periods when stock must either be moved 
at low prices or at high costs of selling. On the other hand 
it is most “conservative” when conservatism is least important, 
viz.: (1) in periods of rising prices; (2) in the case of steadily 
prosperous concerns; and (3) in the case of beginning-of- 
season or mid-season inventories. In such cases conservatism 
may be a dubious merit. 


A Shortened Procedure.—The procedure outlined above 
can be greatly shortened and still be better than either the cost, 
market, or cost or market rules. If cost is found in the ordi- 
nary way and extensions are made at selling prices also, the 
summation of the selling value column can be multiplied by the 
constant described on page 222. But the labor saved (admit- 
tedly considerable) must be set off against the value of nearly 
all the special information, mentioned above, that can be had 
only when several valuations are made and when the differ- 
ences among them are analyzed. 

The shortened process proposed above should be much less 
difficult and expensive than the cost or market procedure both 
in the original record and in subsequent verification by public 
accountants. Certain “market” data, of course, can always be 
obtained. The great works on auditing recite at considerable 
lengths the means of “verifying market prices.” But the diffi- 
culties of “verifying” a price not actually paid or a “cost of 
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replacement” not actually incurred, are obvious. It is the 
writer’s opinion that both “market” pricings in inventory 
sheets and their verification by auditors are much less reliable 
than the corresponding “cost” pricings. On the other hand, 
both costs and selling prices and the elements that enter into the 
value of the constant to be multiplied into selling prices are all 
matters of record in the accounts and vouchers of the concern 
under audit. And the time that must necessarily elapse between 
the date of the final statements and the date of their certifica- 
tion by public accountants is sufficiently great to disclose the 
existence of fictitious selling prices and unit costs that may 
have been taken into the stock sheets whether through inad- 
vertence or with intent. If in following the suggested pro- 
cedure the “cost” is less than the carrying value and if the 
accountant feels it to be objectionable to “‘anticipate profits”’ 
to the extent of the difference, an item corresponding to this 
difference can be shown in the surplus items under some such 
caption as “deferred profits, excess of inventory over cost,” 
just as is now commonly done in the balance sheets of those 
who sell on instalment contracts.’® 

In the income statement the cost valuation is obviously the 
figure to employ in establishing the figure for “cost of goods 
sold.” The difference between cost and carrying value should 
be given effect as an independent item of gain (or loss). 

In some cases it may be possible to treat partly manufac- 
tured goods in the same way. Thus if the finished goods to 
result are definitely known. ie., if the partly manufactured 
goods attach to manufacturing orders that specify the fin- 
ished product completely, an estimated cost to complete can be 
made at the most recently experienced costs. From the esti- 
mated sales prices of the finished goods, the cost to finish, as 

Whether profits are “anticipated” or not depends upon the answer to 
the question ‘‘where do profits begin?” Certainly profits are not anticipated 
by the procedure, for valuing at selling price less allowances, described above 


in any sense in which they are not anticipated in the conventional mode of 
valuing accounts receivable. 
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well as other items to be deducted from finished goods, can 
be subtracted. 

Once into the field of unfinished goods and raw materials, 
it becomes plain that the forecasting is at much longer range 
and subject to much larger. degrees of error than it is in the 
case of accounts receivable. 


Summary” of Inventory Valuations—Whether or not a 
direct valuation, year after year, can be more reliable than 
“cost” or “cost or market” is a matter to be decided in the light 
of all the evidence available in the case of each enterprise 
Whichever promises to be the more reliable indicator of net 
funds to be produced by the conversion of the inventories 
should be chosen. Since an inventory valuation, as such, can 
have no significance except as an index of funds to be pro- 
duced, no rational grounds can be assigned for preferring a 
less reliable to a more reliable index. 

If any substantial increase in reliability can be had at 
reasonable expense by resorting to direct valuation, clearly it 
is worth getting, and, in any event, the direct valuation gives 
additional information. The inventory is almost always the 
biggest single current item in merchandising concerns. In mer- 
cantile establishments, too, it is often the largest item in the 
balance sheet. The present writer’s belief is that, in propor- 
tion to the effort needed to accomplish it, improvement of in- 
ventory valuation offers a prospect for a greater gain in use- 
fulness of accounting reports than does any other element of 
technique in accountancy. 

Once more it is emphasized that the theory of inventory 
valuation is not concerned solely with finding a “conservative” 
value or a value that most reliably indicates the outcome of the 
unfinished business represented by inventories. Almost any 
two valuations can give more reliable information than either 
taken alone. If several are taken and an analysis of their 
difference is made, the value of the additional information may 


& 
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be of the utmost importance. This is particularly true of con- 
cerns that are compelled by the character of their business to 
project their operating programs far into the future, and for 
concerns whose problems of joint costs and of unused capacity 
are major problems. : 


CHAPTER XII 
INDIRECT VALUATION 


“Capital Value” vs. “Prudent Investor Valuation” 


In the preceding chapter only those items capable of direct 
valuation were dealt with. But, as was shown in the chapter 
on financial condition, there are many items not capable of a 
direct valuation. Certain assets, for example, are held not for 
sale or for separate hire, but to be used jointly with many 
others in bringing forth some final marketable product or 
products. When it comes to the value or to the valuation of 
these at intervals of a fiscal period, the economist’s pronounce- 
ments are not of much assistance. It is a commonplace of 
economic theory to assert that at the margin of purchases the 
value of capital instruments is derived from and determined 
by the value of their expected services. Thus Fisher says: ” 


No one will dispute that the buyer of any article of capital will 
value it for its expected services to him, and that “at the margin” of 
his purchases, the price he will pay is the equivalent to him of those 
expected services, or, in other words, is their “present worth,” their 
“discounted value” or “capitalized value.” But some doubt may be felt 
regarding the professional seller. As to him, he is simply a speculator 
as to the possible demand. He sells for what he can get, affixing what- 
ever price he believes will, in the end, profit him most, sometimes mak- 
ing out of the transaction more than his costs of acquisition, sometimes 
less, usually, or normally, covering those costs plus interest on them 
for the time elapsing between their occurrence and sale. 


Meaning of the Economist’s Theory of Capital Value.— 
Before one can intelligently accept or dispute the proposition 


+See pp. 183-101. 
° Capital and Income, p. 189. 
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about the value of an article of capital, one must know what it 
means. The proposition might mean: 


1. Unless he thinks the services of an,article will have a 
money value, no buyer will pay money for the article. 

2. From the amount of money as buyer pays, we may infer 
something about the amount of money value he at- 
taches to the future services of the article. If the pur- 
chase be “at the margin,”? we may infer that the price 
is no greater than the present value placed by the buyer 
upon the services of the article in question. 


On the other hand, the proposition might mean: 


1. An article of capital is capable of rendering a series of 
unit services. 

2. These unit services can be foreseen with some degree of 
accuracy both with respect to number and time of 
receipt. 

3. A money value may rationally be attached to a unit of 
service. 

4. A money value may be placed upon a correspondingly 
scheduled series of disservices, i.e., repair charges, 
maintenance, etc. 

5. The capital value of the two series of money-valued 
items (units of service and units of disservice) deter- 
mines the price to be paid for an article of capital in 
purchases “‘at the margin.” 


Propositions about the value of articles of capital sub- 
stantially like the one quoted from Fisher above abound in eco- 
nomic writings. Careful examination of them and of the 
context in which they appear shows that either or both of the 
meanings outlined above are implied in these propositions. 


“Purchase “at the margin” is taken to mean that at the time of the 
transaction and in the whole of the material circumstances and estimated 
prospects of the buyer, he will take no more units of the article in question 
than he actually does take. Assuming ability of the seller (or sellers) to 
transfer more units of the article than are actually taken, every purchase 
implies the inclusion of a marginal purchase. If only one article is taken 
that article is a marginal unit. 
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If the meanings of the proposition are brought to the ac- 
countant’s problem of valuation, it can be said that in the first 
meaning the theorem is very nearly useless, and that in the 
second the proposition is not true. The first meaning asserts 
nothing about how the numerical magnitude of the valuation 
is determined in the first instance; and the second lays down 
conditions to the assessing of valuations that cannot be ful- 


filled. “ 


Deficiencies of Capital Value Theory.—Consider the de- 
ficiencies of the first meaning. The accountant is faced with 
the problem of valuing simultaneously many articles of capital. 
His balance sheet exhibits valuations as at the close of business 
of a named date. At that point of time no purchases, marginal 
or otherwise, are being made. Moreover, with respect to the 
articles of capital held, not for separate sale or for separate 
rental, no really corresponding articles have been, or will be, 
purchased. Whatever might have been inferred about the 
value of the future services of the articles when they were 
bought can no longer be inferred. Not only is the future series 
of services now available a different one from that which was 
available at purchase, but it is available in different present 
material circumstances, and it is available for a future course 
of affairs that looks different from the prospect at the time 
when the article was bought. This meaning offers no real 
help at all except at the time of the original valuation entry. 

Upon the “prudent investor” meaning, whereby the price 
paid for an article is imputed to (rather than derived from) 
the value of the services to be rendered, the accountant can and 
does approve entering an article of capital at cost. This ac- 
ceptance of cost as an original valuation is founded upon the 
presumption that the acquiring of the article in the circum- 
stances and prospects was a reasonably prudent act. If ac- 
quired by one acting in a representative capacity, there is a 
further presumption of good faith. But even for a first valua- 
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tion these are presumptions only; and if at some later time the 
accountant discovers sufficient evidence to overturn either or 
both presumptions, he must determine his present valuations in 
the light of that evidence as well as in the light of changed con- 
ditions and prospects. The existence of what is called a “pur- 
chaser’s surplus” lessens but does not eliminate the desirability 
of reconsideration. 

Consider the deficiencies of the second meaning. In this 
sense the proposition implies a mode of determining a capital 
value. In some measure all of the conditions can be fulfilled 
except the third. Unless an article is thought to be capable of 
rendering services, it is, by definition, not an article of capital. 
All our experience shows that, one item with another, we can 
make a better estimate of the amount and time distribution of 
services than any mere random or ignorant guess. The physi- 
cal properties implied in the specifications of the article are, in 
general, well enough known and are sufficiently stable to en- 
able us rationally to assume with confidence at least some mini- 
mum time schedule of technical services. We also know from 
experience, either with like objects in use or from observation 
of the behavior in use of the elementary parts of an object, a 
good deal about what repairing and maintaining operations will 
have to be performed to get the technical services. And we can 
form some estimate of the future operating outlays necessary 
to reduce cost per unit of service to a practicable minimum. 

But the condition of independent, or primary, valuing of 
the service unit in terms of money can be fulfilled when, and 
only when, those services are separately to be exchanged for 
money. ‘To the extent that a price per unit of service, whether 
for all or part of the service, can be rationally forecast we can 
value directly. But the items under consideration are those not 
to be sold or rented but to be used in conjunction with others 
for the making of a product that is to be sold. In a plant in 
which tractors are manufactured for sale, how much of the 
service of bringing in the dollar-receipts from a given sale is 
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attributable to coal burned under the boilers, how much to the 
service of the boiler, how much to the various devices in found- 
ry, machine shop, assembly floor, how much to the firemen, 
moulders, machinists, and night watchmen ? 


Value of Service not Derivable from Cost of Service.— 
We can, perhaps, approximate the contribution of the purchase 
or the hire of each of these agents to the total cost of the trac- 
tors sold in 4 given lot; and we might divide the sale price up 
into parts proportional to the elements of cost. But this 
assumes the very set of capital values that we set out to deter- 
mine! For surely the purchase price paid for the article of 
capital becomes a part of the cost of the products upon which 
its services are expended. This kind of service unit valuation 
can be made to support any set of asset valuations whatsoever. 

Capital instruments used jointly with others in turning out 
goods for sale do not, properly speaking, have separate capital 
values at all. Separate values they have, to be sure, but not 
values derivable from, and determinable by, any money-valued 
service series ordered in time. Their values represent a kind of 
opportunity differentials rather than independent summations. 
The economist’s theory of capital value and of capital valuation 
has nowhere near so great a capacity for describing the con- 
duct of men in exchanging capital instruments as most econ- 
omists seem to suppose. 


The Professional Buyer-Holder-Seller—Consider now 
the adversative proposition quoted above, “But some doubt 
may be felt regarding the professional seller. As to him, he is 
simply a speculator as to the possible demand. He sells for 
what he can get, affixing whatever price he believes will, in the 
end, profit him most, sometimes making out of the transaction 
more than his costs of acquisition, sometimes less, usually, or 
normally, covering those costs plus interest on them for the 
time elapsing between their occurrence and the sale.” It is this 
antithetical statement that needs development if economic 
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theory is to throw much light upon the valuation of capital 
goods. _ Doubt is, indeed, felt as to the professional seller. Per- 
haps he is simply a speculator, but his speculating is no simple 
matter. For the professional seller, except of his own labor 
services, is a professional buyer ayd a professional holder 
_also. It is this. professional buyer, holder, and seller who 
chiefly feels the need of valuations of his holdings. The pro- 
fessional seller seldom sells exactly what he buys unchanged in 
form, amount, place of delivery, and so on. There is a pro- 
fessional seller or a professional buyer in nearly all transac- 
tions; and in the great preponderance of transactions there are 
both a professional buyer and a professional seller. Doubt 
about the positive proposition in the case of the professional 
seller’s valuation turns out to be doubt about most valuations. 


Nature of an Enterprise-—The professional buyer-holder- 
seller, the business man, operates through an organization that 
we call an enterprise.* The essence of a business enterprise zs 
an ordered selection and integration of controlled services 
calculated to enable the directing person or persons to bring 
into the market goods or services that can be sold with advan- 
tage. It is no mere chaotic aggregate of things and persons or 
of the services of things and persons. It is an ordered, though 
changing, assembly. Design, selection, integration, alteration, 
and control characterize it quite as much as aggregation. It can 
survive change of identity and kind of operative agents, 
whether men or things; it may survive change of ownership in 
holdings, change of management, change of goods or services 
offered to the public. It is a creation of men capable of many 
changes at their will and capable of use by successors to its 
organizers, 


“It was said (p. 55) that the personification of the enterprise is a mere 
figure not in accord with realities. But an enterprise is nevertheless a real 
thing with a real existence apart from any particular party (or class of 
parties) in interest. Paton’s discussion of the enterprise as an “institution” 
(Accounting Theory, pp. 472-480) is an admirable one. 
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The Prudent Investor’s Valuations 


Services—Not Agents—Are Wanted.—But with respect 
to any projected operating policy or program, there is one thing 
not capable of change, viz., the set of services essential to the 
bringing into existence of the thing or things to be sold. The 
steel manufacturer wants, not blast furnaces, open-hearth 
furnaces, and rolling mills, but separation of metal from ore, 
heat treatment of metal, and shaping of metal. He might get 
along without a private power plant but not without a power 
service. He does not primarily want men and machines; he 
wants the events that can be made to occur by means of men 
and machines. He does not care whether a service is to be 
performed by a man or by a machine. But if he is to run his 
enterprise at all he must have the service at whatever price he 
has to pay for tt. 


How Services Are Obtained—How do organizers and 
managers obtain and perpetuate this controllable stream of 
component services in order to obtain the resultant money in- 
come? Given a cross-section of this complex service flow that 
shows the due proportion and identity of the essential elements, 
how is that flow to be maintained? So far as the problem of 
valuation is concerned, the significant element in the answers 
to these questions is this: this ordered set of services cannot 
be acquired in infinitesimal increments continuously supplied ; 
they must be acquired in stocks. Housing for the internal 
operations of a machine shop cannot be supplied from moment 
to moment; nor can it be supplied economically from year to 
year. Within some relatively brief period provision for most 
of this service for a long future period can be most economi- 
cally provided. So also with all the rest of the essential services 
or elements of these essential services. The only significant 
difference as among these services is the amount of the stock 
that can be most economically acquired at one time. The time 
element may vary from day-to-day purchases of the services 
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of those things of which there is an assured, available and 
economical supply, to purchase of a site that may be required 
throughout the existence of the enterprise. , A railroad com- 
pany can buy postage stamps from day to day; it must acquire 
a right of way for the duration of its franchise. 

There must be an investment for the future. Funds must 
be applied in the present to acquire services in the future. In 
a system of private enterprise there must be a giving of hos- 
tages to fortune. These investments once made are sunk. To 
be sure, a direct separate recovery by piecemeal sale can be had 
in whole or in part if the future prospects indicate that a 
realization is the best course open. But in modern enterprise a 
relatively small fraction of the investment is thus directly recap- 
turable. Willy-nilly the natural services of the serving agents 
acquired must be utilized in making some other, marketable 
thing if the investment is not to be lost. To be sure, most 
capital agents are capable of rendering more than one kind of 
service. But this variety of service is strictly limited by the 
physical or intrinsic properties of the agent. More than one 
kind of combination of services, that is, more than one kind of 
product, can be had. In some cases many of these may be 
’ had with profit on the whole investment, past and future. But 
sometimes no combination can be made of an existing stock of 
services that will pay a profit on the investment. Sometimes no 
utilization of the existing stock can be made at all that will even 
pay a return on the future investment in the necessary supple- 
mentary services. 


The Accountant Cannot Choose Conditions.—The ac- 
countant’s valuations have to be made in the conditions that he 
finds. When he goes to work there is an investment already 
made, made in part for the very near future only and in part 
for the long distant future. All kinds of intermediate distribu- 
tions of service stocks present themselves for his consideration. 
He may find abundant evidence to support the opinion that 


INDIRECT VALUATION 237 


there are many optional combinations of present service stocks 
with future acquisitions that will pay high rates of return upon 
the whole investment past and future. He may find evidence 
that the concern is a hopeless loser, that no refinancing, no 
reorganization, no change of policy promises anything better 
than does a complete winding up. He may find an inter- 
mediate condition. But no matter whether he has to prepare 
statements iri support of an enormous goodwill valuation upon 
change of ownership of a prosperous concern, or a statement of 
affairs and deficiency account for a bankrupt, or the ordinary 
periodical reports of a going concern, he must make piecemeal 
valuations of whatever stocks he finds. And only in the case 
of the bankrupt can he rely wholly upon direct valuations or 
true capital values. In every other case he must make at 
least some valuations that are not, and cannot be, true capital 
values. There is no rational mode of dividing all future money 
receipts among the component services that, in their organized 
totality, have this future money income as a resultant. 


Opportunity Differences—wWhat the accountant can do, 
and what modern practice is tending more and more to accom- 
plish is to estimate valuation differences. How can this be 
done? If the absolute capital values cannot be determined, how 
can differences be found? The answer is that his valuations 
are not capital value differences at all; they are opportunity 
differences. In Chapter X° certain hypotheses of indirect 
valuation were expressed. In the light of what has just been 
said about the business enterprise, let us examine these proposi- 
tions about indirect or opportunity valuations. 

Note first of all that the propositions rule out the case in 
which no enterprise capital value exists in excess of that repre- 
sented by the direct or true capital values. Where the accoun- 
tant comes upon no item that is not either intended directly to 
be converted into a future money receipt through sale or that 


°See pp. 187-1809. 
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will not result in an outflow of money in the course of enter- 
prise operations, no resort need be had to an index. He can 
express direct absolute values, though these, except in the case 
of money in hand, are subject to error of estimate. Thus the 
case of the concern that is being wound up is outside the 
propositions; for valuations that contemplate a termination 
consider only piecemeal receipts and disbursements. It is, of 
course, possible that the winding-up valuation of the enterprise 
should be equal to a going-concern valuation that contemplates 
continued operations. In such a case the going value is zero. 
Going value represents only the excess of the enterprise capital 
value over the winding-up or junk value. 

Aside from the winding-up cases and a few trivial cases in 
which all items are held for direct conversion only, all engage- 
ments require a resort to going-concern, or indirect, or oppor- 
tunity valuation. That is to say, the existing stocks of service 
available for future use can be so combined with stocks ac- 
quired in the future as to yield a rate of return on future 
outlays greater than that necessary to induce the future outlays 
to be made. Or, put in another way, the excess of the capital 
value of future receipts for some given period over the capital 
value of the incident future outlays implies a normal rate of 
return on a present sum greater than the capital value of the 
future outlays. 

To speak of a value of future outlays implies two things: 
(1) the acquiring of future technical or natural services that 
are necessary to operations and hence to getting the future 
money receipts; and (2) the existence of an anticipated price 
at which the services can be had. But observe that though the 
present worth of the outlays is a true capital value of outlays, 
it is not a true capital value of the services to be had. These 
services must be had at whatever they cost provided only that 
the sum of the capitalized costs does not exceed the sum of 
the capitalized receipts. If one can‘afford to pay, and must 
pay in the conditions of the labor market, $50 for the services 
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of a plumber and of a carpenter, it makes no difference whether 
one has to pay $25 to each or $49 for one and $1 for the other. 
Indeed, if the plumber cannot be had for less than $60 and the 
carpenter will pay $10 for the prestige of having worked for 
this employer, it is all the same to the employer. There is not 
only no necessary but no discoverable relation between separate 
service costs of two services and separate service values of the 
two services, provided both are requisite to the objective in 
mind.® 


The Accountant’s Indirect Valuations 


The Case of a Losing Enterprise——Suppose, now, the 
accountant coming to an engagement, finds: (1) that a large 
investment in future technical services has been made; (2) 
that there is a prospect of earning more by operations than 
could be realized by winding up now; but (3) that the total 
return that has been had and that may be had is less than the 
total investment that has been, and will have to be, made. How 
shall he value the technically employed assets of this concern 
that for want of prudence or want of good fortune was doomed 
from its foundation to be a losing venture? 

Note first that it will pay now to continue operations rather 
than wind up. Heavy losses have been incurred that can never 
be wholly recouped, but this loss has not been so great as the 
total investment made less the total receipts thus far. To con- 
tinue at all will require the acquisition of more services like 
those now available in stock as represented by the assets on 
hand. It is possible that some service of each kind now in 
stock must be acquired. It is further possible that some of 
each principal kind of service now in hand must be provided 
in the future. Moreover, it may not be possible to obtain any 


° This does not imply that there is no direct, separate capital value of a 
service to the seller of the service. On the contrary, all services have a 
capital value to the seller of them. The buyer’s necessities and the possible 
substitutions of serving agents available at a known price, determine the 
seller’s bargaining position with respect to a particular buyer. 
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further service on terms in any way preferable to the terms on 
which the presently held services were obtained. 

Suppose the concern to be designed and equipped for gen- 
eral machine manufacture. It has on hand certain metal-cut- 
ting tools. Like tools new at prices equal to those paid for the 
present tools are the most economical means available for 
continuing the metal-cutting service. 

With respect to a particular kind of necessary tool, let the 
cost per unit of tool service (cost to include purchase price, 
stockroom and tool-dressing charges, etc.) for a new tool to 
be $0.05 per hour. Suppose a tool of this kind now on hand 
is capable of half as many hours’ service at an equal cost of 
service per hour. Neglecting for the moment interest to repre- 
sent the difference in duration as between a new and used tool, 
it is obvious that the used tool is worth at least half as much 
as anew one. This is true not because it is possible to capital- 
ize the money equivalent of the services of the two tools and 
find that one is twice as great as the other; for that cannot be 
done. It is true because (1) tool service is necessary to carry- 
ing on operations; (2) it will pay to carry on operations; (3) 
tool service can be had at this price per unit; and (4) no substi- 
tute agent is available at a price which will permit getting the 
service for a lesser cost per unit. With respect to the whole 
situation it would be foolish conduct to pay more for a like 
used tool or to accept less for this used tool than half the price 
of a new one. 

The argument made with respect to the used tool can be 
made for every capital instrument held. It is true even for 
the longest-lived capital instrument on hand. Consider the 
case of the building, assuming the site to be a leased site having 
a direct sublease value equal to the present worth of rentals 
paid. Suppose that, as a structural entirety, it will outlast any 
equipment within it. But it may require repairs, that is, 
replacement of some part or parts before it is abandoned. 
These parts may be, for all we can surely know, any part or 
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parts. Repairs are paid to get future building service just as 
original construction was made to that end. 


Aggregate of Fixed Tangible Assets a Sum of “Oppor- 
tunity Differentials.”—If the accountant does go through the 
whole establishment in the way suggested and does value every 
service stock in relation to what it would cost to get like 
service now, it is obvious that the sum of the asset valuations 
would be greater than the true capital value of the enterprise. 
But that is no adverse criticism of his valuation of assets. It 
merely illustrates the difference between direct and indirect 
valuations, or the diversity of “opportunity differential’ valua- 
tions and capital valuations. Statistically considered, the sum- 
mation of values of assets held for technical use is a sum of 
differences. Each item represents the difference to the concern 
between having a particular stock of services of a particular 
kind without future outlay for it and being wholly without 
such services in the buying-holding-operating-selling position 
of the enterprise at the time of valuation. Without altering 
the selling situation at all any one of the items could, legiti- 
mately, be higher if the buying present or future position were 
worse. All of the items could be higher in the like case. The 
only limit is that when the buying-holding-operating position 
becomes so bad that the enterprise capital value falls below the 
winding-up or scrap value all] technical-use opportunity values 
vanish. 


The Case of the “Excess Profit” Earning Enterprise.— 
Suppose, now, the accountant comes to an engagement in 
which there is abundant evidence to support the opinion that 
the concern can go on operating within a wide range of avail- 
able choices of program and enjoy a difference between future 
receipts and future outlays that has a present worth vastly 
greater than the total outlays that have been made to obtain 
the present available stock of services. That is to say, the rate 
of return on outlays past and future that is now in prospect 
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is greater than is necessary to induce simultaneous present in- 
vestment in an amount equal to that made for service stocks or 
assets now in hand. Will the accountant find a different set 
of piecemeal asset valuations than he would if he found this 
same stock under the conditions prewiously assumed? Should 
he find a different set of valuations? 

The first question is hard, indeed, to answer. No general 
answer is ventured here. In some instances the basis of valua- 
tion seems to be in inverse relation to the degree of prosperity 
of the concern. There does seem, on the part of some firms, 
to be a greater willingness to understate a genuinely great sur- 
plus in a very prosperous concern than to insist unconditionally 
upon the full statement of a large deficit. But it must em- 
phatically be denied that there is conclusive evidence on the 
point. There are far too many factors like reasonably possible 
great losses from obsolescence that both the management and 
the accountant can appreciate. Nor is there even as much 
evidence to support the belief that accountants incline to accept 
underestimates of depreciation, etc., in the case of really pros- 
perous concerns with any less reluctance than they would ex- 
press at like overvaluations in a losing venture. ; 

The second question is relatively easy to answer. There 
is no sound reason why the piecemeal valuations of assets, so 
long as the concern can advantageously continue operations, 
should be affected by the rate of gain or loss on the whole en- 
terprise investment, It is just as irrational for a prosperous 
concern to value a given stock of technical services at more than 
it would cost to provide those services as it would be for a 
losing concern to do so. A prosperous concern could take no 
less for a diminution of an available stock of services than 
could a loser. A great diversity between the summation of 
asset valuations and a proper estimate of the capital value of 
the enterprise is wholly inescapable. The two valuations are 
of quite different orders. 
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Accountants’ Valuations and Cost of Replacement.—It 
must not be supposed from the foregoing paragraphs that 
accountants have a “cost of replacement less depreciation’ 
theory of valuation or that their practice in any way implies 
such a theory. ‘‘Cost of replacement less depreciation’’ usually 
refers to cost of replacing capital goods with others of like 
kind and quality. This is a fundamentally different thing from 
cost of replacing stocks of services. It is only when the cost 
of obtaining a given service by means of an instrument like 
the existing capital item is equal to or less than the cost of 
obtaining the like service by some other means that the two 
views would find numerically equal valuations. 

Suppose A expects to require a great amount of calculating 
done. Upon that expectation he correctly foresees that he can 
get the work done at a lesser cost per unit, including interest 
on his investment, by buying an electrically driven calculator 
at $1,000, than by any other available means. But after get- 
ting only a small fraction of the service anticipated, his pros- 
pective requirements become so much less that he can get the 
work done cheaper by having clerks use their incidental idle 
time in working out the calculations without machine aid. In 
the meantime the price of such machines has advanced. Should 
A’s book valuation of the machine reflect the increase in re- 
placement price? Certainly not. It is worth no more to him 
than a price to yield him calculation service in the required 
amount at a cost per unit equal to the cost per unit by the most 
economical alternative means unless that valuation should fall 
below the resale value of the machine less cost of selling it. 
That is, if the technical-use differential value is less than the 
direct sale value the latter should be recognized. 


Replacement of Services and Replacement of Agents.— 
The difference between cost of replacement of instruments and 
cost of replacement of service is not only great as an absolute 
matter of ideas, it is also great as a matter of money-value 
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consequence. Suppose A has bound himself to a single pay- 
ment lease contract upon a building and site for fifteen years. 
He has just set up his business on the premises. He now learns 
of an equally good site and building that might be had at a 
rental for a like term for $5,000 less,than the one he has taken. 
Does the proper value of his site and building service diminish 
by $5,000? Not at all. It would cost him something to move 
his goods and equipment, he would lose some sales in the 
process, he would have to find a tenant for the rest of his 
present lease or lose what he paid for it. If all these adverse 
items amount to $5,000 or more, the other site is no more 
available to him in any practical sense than if the other site 
were held at a higher figure than he has paid. If the cost of 
reinforced concrete construction goes down in relation to the 
cost of masonry structures of like serviceability, the maximum 
economical service life of a masonry building may be affected 
(if late year repair charges are high or if rentals fall) but the 
whole difference in the change in cost will not be immediately 
deductible from the value of the masonry structure. Certainly 
one would not abandon his masonry building. It is a bird in 
the hand. 

The consequential difficulties and losses from substituting 
one instrument for another, whether they are like or unlike in 
physical character, are in general so great that the actual cost 
of the unused portion of a stock of services is nearly always a 
more appropriate value than any other. Even in the case in 
which the capital item in use can be replaced by another at a 
price less than was paid for the one in use, it does not follow 
that this price reduction should necessarily affect the proper 
valuation of the present instrument. It may not pay actually 
to replace now. The interference with operations incident to 
the replacement, the difference between the expense-free resale 
price of the used asset and its value to yield services at a unit 
cost equal to that of a new one after it is installed, the risk of 
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getting a faulty machine, etc., may make no benefit of this price 
decline actually available to the concern. 

There is a great deal more to be said for the accountants’ 
reluctance to allow so-called replacement costs of fixed tangibles 
to affect book valuations than is usually said. Their reluctance 
to recognize changes in the market price of things not actually 
to be bought is more fortunate for all concerned, perhaps, than 
is commonly supposed. Certainly better grounds can be as- 
signed than the text writers commonly assign. Whether they 
oppose changes that ought rationally to be made when sufficient 
and proper evidence supports the reality of the proposed re- 
valuation is difficult to say. If one were to rely solely on the 
arguments that some of them offer in conversation, one must 
infer that they sometimes do. But far oftener they decline 
responsibility for revaluations that are without merit. Many 
statements adopting “sound” values are plainly unsound state- 
ments. 

The writer anticipates a hesitancy on the part of the 
economist to accept the views on valuation just expressed. How 
can it be maintained that a sum of asset valuations vastly 
greater or vastly less than the true enterprise capital value, may 
be, in any sense, true valuations of the assets? If that distrust 
of the dicta here expressed arises from any notion of the 
possibility of true capital valuations of assets, it can only be 
reaffirmed here that true capital valuation is statistically im- 
possible. To urge the merits of the theory of capital valuation 
is useless unless the primary data can be independently esti- 
mated by some means better than pure guesswork. To smug- 
gle in, consciously or unconsciously, a preconceived value of 
the capital instrument, and then capitalize this service series, 
is worse than guesswork. Confessed guesswork misleads no 
one. But to express a valuation process in the form of a 
capital valuation process when the essential data are fictitious 
or are derived from the value to be found, is statistically 
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vicious. It makes a spurious claim to the merits of true capital 
valuation. 

Obviously the capital value of an enterprise, if it can be 
estimated with sufficient reliability, is a much more significant 
figure than the summation of the aseets. But the annual grist 
of bankruptcies, of speculators who lose their stakes, the 
volume of bad debt losses, of frozen bank resources, and of 
corporate reorganizations, all testify weightily to the unre- 
liability of capital valuations of enterprises. There is just as 
weighty a line of evidence in the wholly unexpected degree of 
success that attends other concerns. 

To hold the accountants responsible for failing to stake 
their reputations on expressed capital valuations of enterprises 
‘is to pay them a high compliment whether intended or not. 
When the most skilled business men we know are obviously 
unable to do so for their own enterprise, concerning which they 
have vastly more opportunity for intimate detailed knowledge 
than the public accountants have, by what legitimate right do 
we ask the accountant to risk an opinion? 


Deficiencies in Indirect Valuation Procedure.—So far as 
the theory of indirect valuation implied by modern practice is 


concerned, the chief criticisms that can be made are of three 
kinds: 


- 


1. Sometimes—all too often in the writer’s opinion—ac- 
countants employ indirect valuations when legitimate and 
reasonably reliable direct capital values can be found. This is 
the case with finished goods inventory. 

2. They omit data from their formal statements that could 
have very great value to readers. When the same accountants 
year after year prepare the statements and have access to the 
full reports and working papers prepared, it would be a very 
simple matter to attach to the two standard statements a 
schedule or table of the book value of assets at the end of each 
of, say, the last five periods together with the enterprise earn- 
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ings (net income and interest charges being the chief com- 
ponents), and the percentage relation between earnings and 
book value of assets. Such a table, assuming proper valuations 
of assets, would inevitably make the segregation of high profit 
earners from steady losers that the.single-year statements fail 
to make. Such a statement involves no responsibility for pre- 
dicting future rates; it does suggest the need for wariness to 
the general reader. 

3. The technique of valuing, that is, applying the theory of 
valuation, can be greatly improved in the direction toward 
which modern practice seems to be tending. It will be the 
concern of the next two chapters to point out some of the ways 
in which this betterment of technique may possibly come about 
and to show how, with improved technique of valuation, some- 
what less erratic judgments of enterprise capital value may be 
formed. 


COARRER 2 


REVALUATION TECHNIQUE, SIMPLE MEASURES 


This chapter deals chiefly with the technique of revaluing 
assets that are expected to appear in successive balance sheets 
and that cannot be directly valued. The category of assets 
under discussion is not identical with “fixed assets’; for some 
fixed assets are capable of direct valuation and some fixed 
assets are not necessarily expected to appear in more than one 
balance sheet. 


Original Valuations 


The original book valuation of purchased assets of the 
kinds dealt with here requires little discussion. The purchase 
price must, in any event, be recorded as having been paid or 
agreed to be paid. If an improper price (one paid without due 
prudence by a principal or in bad faith or abuse of power by 
a fiduciary) is paid, no harm is done by showing the price 
paid in the asset account even though a simultaneous adjust- 
ment is made to show the true status. There is, on the other 
hand, no possible excuse for perpetuating a gross blunder or 
the results of a misdeed in the asset valuations. To do so is 
gross negligence that may harm innocent persons. To “dis- 
tribute” the effect of a gross overvaluation or undervaluation, 
through the depreciation or other expense account over a series 
of periods, is a gross statistical error for which no valid excuse 
can be presented. 


Assets Acquired by Stock Issue or in Exchange for 
Treasury Stock.—The case is not greatly different when assets 
of the kind in question are received as consideration for shares 
whether originally issued or delivered from true treasury stock. 
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A grossly overvalued consideration received, if booked at that 
value, requires adjustment as soon as the erroneous valuation 
is discovered no matter whether the consideration is legally 
adequate in the jurisdiction or not. It requires adjustment 
simply because it is an overvaluation and, as such, will mislead 
innocent persons to their harm. So long as it is continued in 
the accounts, it will have the effect of falsifying all future net 
incomes and all earning rates, unit costs, and all other statistical 
data in any way dependent upon book valuations. If the 
consideration does not constitute full legal consideration, an- 
other grievous fault results from failure of adjustment. The 
value of the corporation’s remedy, whether on suit instituted 
by the corporation, or by creditors in case of need, or by a non- 
assenting shareholder who has been discriminated against, is 
omitted from the list of assets and may be lost. 

No one who has made a study of the history of American 
capitalistic combinations and who has examined their successive 
statements can entertain a possible doubt that many huge 
initial overvaluations have been passed over in silence by public 
accountants. No plea that it is a commonplace of promotion 
practice to ignore the public law governing the terms of issue 
and sale of corporate securities can be heard in extenuation. To 
certify a balance sheet as correct when as a matter of provable 
fact it is not correct is, of course, no worse than the deed of the 
original wrongdoer, but morally it is no better. 


Professional Ethics and Valuation.—Let it be understood, 
however, that no duty of public disclosure is asserted. The 
accountant’s duty in that regard is exactly that of any one else 
in receipt of a privileged communication. He is bound not to 
make a willing or wilful disclosure unless ordered by competent 
authority to do so. He is equally bound in duty to the public 
not to be a party to a future consequent harm to another person. 
Should the corporate client refuse to permit a proper revalua- 
tion, the accountant is bound, in all decency and honor, whether 
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responsible in damages or not, so to express his certificate as 
to make it clear to all that he does not assert the propriety of 
the valuation in question. 

Most public accountants who enjoy professional standing 
accept the full measure of duty expressed above. But not all 
have always done so. The commonest form of evading the 
duty, when it is evaded, is by so phrasing the certificate as to 
make it difficult to determine whether the accountant does or 
does not accept the valuation as proper. ‘Weasel words”’ is a 
term of reproach among accountants. Words that suck the 
essential meaning out of others employed with them receive 
from the leaders of the profession the scorn they merit. 

Let it be further understood that no superhuman judgment 
of the propriety of valuations is expected either. There is 
always a wide latitude to be given for honest differences of 
informed opinion in matters of valuation. It is easy long after 
the event to see that a valuation has not been borne out by 
subsequent experience. But business men cannot occupy the 
easy position of second guessers, nor have the accountants any 
duty to come after them as second guessers. The first few 
years after an enterprise is started is a heyday for those chiefly 
gifted with hindsight. The accountant’s duty to his client and 
to the public is to see to it that a minimum of futwre harm is 
done to those not responsible for the initial prevision. There 
is no more sense in parading mistakes of the past than there is 
in enjoining solemn duties that normal human beings cannot 
discharge. 


Adjustment of Original Valuations, or Revaluations 


In all that follows in this chapter it is assumed that all 
initial valuations are proper or that they have been properly 
rectified. 

Given appropriate initial valuations of assets, upon what 
do their subsequent valuations depend? In view of the theory 
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of valuation expressed in the preceding chapter, the following 
variables are asserted to be by far the most significant : 


1. What amount of services is still to be had from the stock 
under examination; that is, of what amount of eco- 
nomically available ‘services does the essence of the 
asset consist ? 

2. What time-distribution of those services is most reason- 
able to contemplate in the light of existing policies and 
the existing conditions? 

3. What outlays must still be made in order to get the 
residual services at the most economical: (observe, not 
necessarily the cheapest) cost per unit of service? 

4. What time-distribution of these future outlays, for re- 
pairs, etc., may most reasonably be expected in the light 
of experience ? 

5. At what price per unit are like services really available by 
some reasonably good alternative means? 

6. What scrap or directly recoverable value can be expected? 


Consider these variables in order. 


Amount of Service Still Available—The chief signifi- 
cance of this variable is obvious. Assuming the necessity for 
service of the kind in question or any employment of the 
service thought to be advantageous, the more of the originally 
procured service still available the more valuable the stock 
will be. But note that it must be economically available. Only 
so much is economically available as can be had at a future out- 
lay cost per unit not in excess of some available alternative cost 
per unit. By spending enough for part replacements (repairs), 
it is possible to keep any machine running for an indefinitely 
great length of time, but it does not pay to do so. Query: How 
does one know just when a machine is “worn out”? 


Time-Distribution of Services.—Given the amount of 
services economically available, what time-distribution of them 
may be expected? Clearly, whatever a unit of service may be 
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worth, assuming it to be necessary at all, the quicker one gets 
the benefit of that unit the better he is off. A young foal may 
present as good a prospect for a given aggregate of farm 
service as a newly broken four-year-old. But the farmer must 
wait longer to get it in the case of the colt. Quite aside from 
the fact that the idle colt must be maintained until he is broken 
to work, the mere having to wait is an adverse condition. 
Horse-hire paid for in full as the work is done can be paid 
for at a higher outlay per unit of work than is economically 
advantageous to pay if the paying must begin many years 
before the work is done. Since it is an opportunity cost of 
service that forms the foundation of valuations of this kind, 
time-distributions of service units can be discounted by exactly 
the same process as that applied in direct capital valuations. 


Future Outlay Costs.—Given the amount and time-distri- 
bution of services still to be had, it is clear that the less the 
future outlays necessary, e.g., for maintenance, upkeep, and 
repairs, the better the owner is off. Given two machines that 
will render equal and identical services similarly distributed in 
time, that one which will yield its service with a lesser outlay 
subsequent to acquisition cost is the more valuable. 


Time-Distribution of Future Outlays.—Given two assets 
identical with respect to economically available future services, 
time-distribution of those services, and equality with respect 
to total future outlays, that one which permits the longer delay 
of future outlays is clearly the more valuable. If for no other 
reason, the differences in future outlays could be invested to 
yield some return. But quite independent of the other factors 
previously considered, the longer the outlay of a dollar can be 
deferred the better. 


Alternative Source of Service.—Clearly no asset can be 
worth more than the like services could be had for by some 
alternative means. It is equally clear in considering alternative 
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service agents that all outlays and all sacrifices consequent upon 
the possible change must be taken into account. That is to 
say, the services of the alternative agent must be really avail- 
able and the total sacrifice to get them must be contemplated 
in determining a unit cost in terms of which a partly-used 
agent is to be valued. 


What Substitutes Are “Available.”—But, as was pointed 
out above,’ a mere possible substitute is not necessarily an avail- 
able substitute. Unless it will pay to make the substitution 
now, the substitute is not available now in any real commercial 
sense. The test of availability can often be put thus: Does 
the cost of getting rid of the present agent (outlays for dis- 
mantling and removal less salvage value) plus the outlays for 
procuring and installing the substitute, plus the value of plant 
operating time lost during substitution, imply lower operating 
cost per unit of service than that implicit in a zero book valua- 
tion of the agent now in service? 

Future availability is, in general, of much more importance 
than present availability. A substitute is available now if, and 
only if, it will pay to scrap now. Future availability raises the 
present question of when should future scrapping be contem- 
plated. Suppose A has just installed a machine at a cost that 
includes a purchase price of $5,000. The present quoted price 
is $4,500. A new machine is not an available substitute now; 
it may become an available substitute at some future time. But 
at what price will it become available? The mere fact of a 
recent price drop is not sufficient evidence that a correspond- 
ingly low price will be open to the buyer when the time for 
scrapping comes. Present costs of replacement have nothing 
to do with present valuations unless present replacements are 
contemplated. If there is good evidence, however, that future 
costs of replacement, when the time comes to make them, will 
be less or more than those which have been experienced, it is 


1 See p. 244. 
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obviously the part of wisdom to operate the present agent in a 
manner consistent with the expected change rather than con- 
sistent with the actual costs incurred. 

If there is good reason to suppose that a machine that cost 
$5,000 can be replaced when the time of replacement comes, 
tor $2,000, it is obviously bad policy to spend as large amounts 
for repairs, etc., as it would pay to spend if the prospective 
replacement price were $5,000 or $8,000. It would pay, in 
other words, to let the machine “run down” and “wear out’ 
earlier if it could be replaced cheaper. Having bought a ma- 
chine, the owner is anxious to conserve it not so much because 
of what he has paid for its services as for what he may expect 
to be compelled to pay for more services when he has to buy 
another stock. Accountants are properly skeptical of valuation 
bases other than original cost. But when the weight of evi- 
dence tends to show that some higher or lower basis is really 
more probable they are not unwilling to revise valuations. 

Outlay cost is a real thing—a fact. So, too, will replace- 
ment cost become a real thing when it is incurred. But because 
prices of equipment fluctuate, because there are always many 
alternative ways of getting service, that is, many kinds of 
serving agents that will do a given kind of work, and because 
the amount and kind of service needed in an enterprise change 
with its selling, as well as with its buying, opportunities—be- 
cause of all these extremely elusive matters it requires a good 
deal of positive evidence to show on which side of experienced 
cost per unit of service a future unit cost is likely to lie. 


Cost Less Depreciation.—It cannot be truly said that the 
accountant’s rule of valuation for assets of this kind is cost less 
depreciation (however measured) based on cost. It can be 
said to their credit that they require to be shown cause for 
departure from it. The objections that they have opposed to 
other bases are sometimes not wholly creditable, but their re- 
luctance to accept another basis has a perfectly sound ground. 
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It very seldom will pay to marshall enough evidence to create 
a presumption that future actual replacements will most prob- 
ably be made at some particular figure other than past cost. 
Purely imaginary decisions are not likely to be made with the 
same degree of caution and prudence as decisions that are to 
be backed up by money actually spent. 

For the reasons given above, the type of alternative con- 
sidered in the’ following discussion, unless otherwise specified, 
will be a new agent like the one in use, available when wanted 
at a price equal to that paid for the one in use. It must be 
emphatically repeated, however, that there is no real merit in 
an original actual cost; as such, to serve as a datum point for 
revaluations. On the other hand, it must be as emphatically 
asserted that adequately to consider possible future substitu- 
tions is as difficult and expensive a task as a redesigning of all 
plant and fixed equipment—obviously not a task to be under- 
taken annually and obviously not a task for accountants. The 
present writer is even more skeptical of most appraisals, par- 
ticularly of cost of reproduction (of existing agencies) than 
accountants appear to be. We do not often see old establish- 
ments duplicated in new ones. Cost of reproduction new less 
an allowance for depreciation may be a good working rule in 
damage suits; it is absurd as a sole rule of going-concern 
valuation. 


Scrap Value.—By scrap value is meant the amount directly 
recoverable through sale when it is no longer economical to 
utilize the technical services for which the asset was intended. 
This includes the case of serving agents that may still be more 
valuable in their intended technical use to some one else than 
they are to the person who has them first. Some motor bus 
companies make it a practice to scrap all tire casings as soon 
as the first visible break in them occurs. To keep them longer 
in service may cause deviations from their schedules so great 
that some competing transportation system will get the patron- 
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age. But such tires, in ordinary use, often have more than half 
their original mileage-life left. They command prices much 
above rubber junk prices. ; 

The definition includes the case of the agent that, at the 
time of discarding, will cost more to dismantle, remove, and 
sell than it will bring in as salvage sales. In other words, 
scrap value may be negative. Because of this fact book value 
may be negative even before it will pay to abandon the asset. 
Cost of getting a used agent out of the way is just as much 
consequent upon a decision to utilize its services as is any 
portion of its purchase price. A house condemned and ordered 
to be torn down within a year may have been rented to pro- 
duce a rental of $500 before the wrecking starts. But it may 
cost $1,000 in excess of scrap sales to get it wrecked. Clearly 
the future series of money services and disservices is worth less 
than nothing. It is equally clear that it would not pay to 
wreck the building at once unless the scrap sales would be 
increased. Nor does it make a real difference whether the 
building is rented or is being used by the owner until a new 
one is available. 

The definition of scrap value is also intended to cover the 
case in which the final recovery value is expected to be greater 
than the initial valuation. Real cases of this kind occur. 
Urban land is often purchased and improved with some “‘in- 
adequate” improvement or “taxpayer” structure or other tem- 
porary development. Rentals of the structure are not ex- 
pected to be great enough to procure a normal rate of return on 
the whole investment, land and building, during the service- 
life of the building. These rentals are merely expected to 
produce something in excess of a normal rate upon the invest- 
ment in the structure only. Increase in the conversion value 
of the land is looked to as a supplement to rentals. In Cali- 
fornia some men have made a paying business of buying land 
tracts, planting them as orchards, and bringing the orchards 
into commercial bearing with the full intention of subdividing 
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the orchards for sale to those who wish to operate them com- 
mercially. Breeding of fancy dairy stock, poultry, etc., pre- 
sents many instances of this kind. 


Interdependence of Variables.—It is obvious from what 
has been said of the six variables listed above that they are not 
independent one from another. No one can foretell the amount 
of service that a used agent will render unless he knows what 
repair and maintenance policies will be pursued. To run an 
internal combustion engine for a short time with unlubricated 
pistons and uncooled cylinder walls will make junk of the best 
engine block ever made. Cost of repairs is not unrelated to 
original cost. We could goldplate ship hulls and so avoid all 
painting and repainting costs, but it wouldn’t pay. Long 
service-life is desirable as such but it may not pay. A lamp 
manufacturer recently said in his advertising, “We know how 
to make light bulbs that would burn continuously for a thou- 
sand years, but you wouldn’t want them. Their efficiency 
would be too low. You would have to buy too much current. 
We also know how to make technically more efficient bulbs 
than we sell, but you wouldn’t want them. They wouldn't 
last long enough.” 

No pretense is made here of showing all of the indefinitely 
great variety of relations that can, and generally do, exist 
among these six variables. The writer freely confesses that 
to do so is far beyond the range of his mathematical powers. 
It will be pointed out, however, that some of the extremely 
important interrelations that do exist seem to have escaped 
the attention of those whose mathematical proficiencies seem 
adequate to deal with them.” This book is content with show- 


*It is often asserted by public accountants that accountants have no need 
for training in the higher mathematics. If they mean by that that modern 
accounting practice involves no conventional procedures that go beyond ele- 
mentary algebra, it is true. But the problems with which accountants deal 
daily, fairly bristle with questions that cannot be resolved without resort 
to mathematics far beyond the scope of preparatory school algebra. In an 
examination set in Accounting, on May 16, 1923, by the American 
Institute of Accountants there appeared a problem that could be most con- 
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ing the techniques now commonly used, with exhibiting their 
major merits and shortcomings, and with suggesting certain 
other techniques little used and, apparently, little known, which 
are often within the range of practicable applicability. Certain 
rough but simple tests of superiority of one technique over 
another will be shown. 

From what has been said about indirect valuation in this 
book it should be apparent that the following discussion of 
valuation technique with respect to particular assets does not 
consider true capital values at all except to the extent that 
scrap or conversion values may enter. Nevertheless a mode of 
approximating the capital value of the enterprise is the chief 
objective in mind. It must be remembered that any writing 
down of an asset has the concomitant result of diminishing the 
net income and the net enterprise revenue from operations.® If, 
therefore, an overcharge is made for depreciation, both the 
book value of the assets and the book figure for net operating 
revenue are expressed at figures less than the real condition of 
the enterprise implies. The rate of return, net revenue di- 
vided by book value of operating assets, is therefore expressed 
at a figure lower than the true ratio; for, while both 
numerator and denominator of the ratio are reduced by the 
same absolute amount, the numerator is always smaller than 
the denominator. Thus, if the true book value of assets be 
$100,000 and the true net revenue be $10,000, a rate of revenue 
of 10% is implied. But if, arbitrarily or negligently, there is 
veniently solved by writing a set of simultaneous equations in three variables. 
Out of nearly one hundred applicants for state licenses, whose papers the 
present writer read, only two even saw the nature of the problem involved. 
Of these only one wrote the equations and he confessed inability to solve 
them. The competent public accountant of the future, unless the profession 
is to fall out of line with modern business training, must have a sufficient 
competence in mathematics to open modern statistical writings to him. 

* Net enterprise revenue for any one period is to mean hereinafter “the 
sum of net income and of those financial charges (chiefly interest charges) 
that have been deducted from gross income to find net income.” The term 
ought, ideally, to be made somewhat more inclusive, but the sum of net 


income and of contractual interest charges has the double advantage of sim- 
plicity and of including the great preponderance of the significant amount. 


REVALUATION TECHNIQUE 259 


written off $10,000 too much depreciation, the rate of return 
is o. On the other hand, if $10,000 too little is written off, 
the rate is over 18%. In either case a gross misstatement is 
made about the most important matter that the accountant has 
to deal with in a year’s reports. 


Revaluation Errors and Income Rates.—For it is upon the 
successive rates of net revenue that all opinions about the net 
earning power of the enterprise must be based. A mode of 
valuation that exhibits, for the enterprise, a definite statistical 
bias, creates the appearance of a purely fictitious trend of 
earning power. An erratic mode may create the appearance 
of unstable earning power. A mode of valuing that is in- 
variant to real earning power, on the other hand, may create 
a spurious appearance of stability. 

Moreover, to the extent that the management act in ac- 
cordance with the conditions implied in erroneous valuations, 
they may be worse off than they would have been with no 
valuations at all. Thus, if the valuations for a particular year 
imply a cost per unit of service for a particular machine of 
$0.05, when as a matter of fact it was $0.15, the products 
upon which that machine has worked will appear to have been 
a more profitable line than they really are. If, to exploit the 
apparent advantage, they attempt specially to increase the sales 
of this product, they are courting future losses. And, what is 
quite as important, they are withdrawing funds from the 
output of other lines, which may, as a matter of fact, have 
been more profitable. 

If the management base their policies upon the cost ac- 
countant’s figures at all, then any error in valuation, no matter 
in which direction, misleads the management to their harm. 
All too often the effect of bad balance sheet valuation upon 
business policy is left out of consideration. The question of 
“adequate” rates of depreciation, in the sense that they will 
ultimately adjust the valuations to the realities, is often dis~ 
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cussed as though it had no effect upon ultimate profit at all. 
Of some modes of valuing it is said that they tend to overvalue 
some assets and to undervalue others, but the aggregate of book 
values found is nearly right. If the management pay no atten- 
tion at all to the unit costs implied in such valuations no harm 
is done. But if the cost accountant gives effect to these in- 
dividually bad: valuations through a machine-rate burden 
charge, and if the selling policy has regard for apparent unit 
profits, the valuation may lead to the worst rather than to the 
best possible policy. 

In the discussion of the various formulas to be taken up, 
regard will be had principally for three properties of the 
formula: (1) its effect on book valuations of assets; (2) its 
effect on the net operating revenue shown on the books year by 
year; and (3) the implied effect upon unit costs. To effect this 
showing, an attempt must be made to find two quantities: (1) 
What cost per unit of service is implied in the acquisition and 
operation of an operating agency? (2) How much of this 
cost, with respect to a used machine, is a cost of future serv- 
ices? The difference between the two is made up of costs of 
past service and of losses not expected to be repetitive. 


Illustrative Revaluation Data 


But before any formulas are introduced it is desirable to 
exhibit schematically the conditions under which the several 
formulas may have to be employed. For the sake of simplicity 
in comparison, all types of assets will be assumed to have equal 
initial costs installed new. VT, in each case equals $100. For 
a like reason equal salvage or scrap values will be assumed. I’, 
in each case equals $5. That is, the asset is expected to yield $5 
in excess of the cost of removing it at the end of m periods. 
n, throughout the exhibits, will be taken as 10. The scheme 
of asset types employed will, therefore, vary only in these 
particulars: Amount and time-distribution of direct outlays 
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necessary for their operation. These amounts will be designated 
by the symbols, 


CL ince Ci we one Oey Jn ns Os 


meaning operating outlays in the period indicated by the sub- 
script. Thus O1 means operating outlays in the first period of 
use. The subscript @ means any given period of use. The 
second particular in which assets will vary is in the measured 
amount, and time-distribution, of the use to be made of the 
asset. The symbols, 


San eee tae hgh Sen, 


mean units of service expected, on the average, in each year 
indicated by the subscript. 


Range of Asset Types.—Inspection of the schedule on 
page 262 shows that for some types, A, D, and G, an annually 
increasing outlay charge for operations is contemplated. For 
others, B, E, and H, a constant charge, except for one extraor- 
dinary repair, is presupposed. or the other three a declin- 
ing charge is assumed. The like variation in expected service 
distributions is also indicated. The arrangement provides for 
all nine possible combinations of increasing, constant, and de- 
clining outlays and service schedules. 

No pretense is made, of course, that these types represent 
any particular actual set of assets. It is, however, easy to show 
that any or all of them may be found in any establishment in 
any possible combination and in any possible relative fre- 
quency of occurrence. 

Many representatives of type A are to be found. A ma- 
chine bought in the full knowledge that less than full-time 
employment for it can be contemplated much before it is worn 
out, may be nevertheless the most economical way of getting 
particular work done. In the early periods, both because all 
parts are in good order and because it will be little used, the 
charges for maintenance, upkeep, and repair are expected to 
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SCHEDULES OF REVALUATION DATA FOR A SCHEMATIC SET 
or ASSETS 
Time-Distributions of O, for Assets of Types 
s 
Period A B (C D E F G H I 
I $5 | $1 | $15 | $5 $x | $15 | $5 | $x | $15 
2 7 I me 7 I 13 7 I 13 
a ) I II 9 I II 9 I II 
4 II I 9 II I 9 II I 9 
5 13 I 7 13 I 7 13 x 7 
6 35 21 25 35 I 25 35 21 25 
a 17 I 3 17 I 3 17 I 3 
8 19 i: 3 19 I 3 19 I @ 
9 21 I I 21 I I 21 I I 
IO 25 I 6 25 I 6 25 x 6 
Time-Distributions of S, for Assets of Types 
Period A B Cc D E F G H tf 
I Io ite) sie) I I I 50 50 50 
2 mG 15 15 I I I 50 50 50 
3 20 20 20 I I th 45 AS 45 
4 25 25 25 I I I 40 40 40 
5 $07 Henge" 1280 I I I a5 oes eae 
6 35 35 35 I I I 30 30 39 
a 40 40 40 I I I 25 25 25 
8 45 45 45 I I I 20 20 20 
9 50 50 50 I I I 15 rs 15 
aK) 50 50 50 I I I Io 10 IO 
Other Data 


mn = to for all types. 


V. = $100 for all types. 


Vn= $5 for all types. 


In the 6th period an ‘“‘extraordinary”’ or “‘major”’ repair at a 


cost of $20 is contemplated in all but Type E,. 
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be less than in the later periods. Indeed, in some enterprises 
fixed assets of this type predominate. A waterworks and dis- 
tributing system installed in a growing town is a case in point. 
It doesn’t pay to construct with regard to present market de- 
mands only. A great proportion of American railway lines 
were built under such conditions. As will be noted later, it 
almost never pays to make the cost of unit service a minimum. 

Type B differs from type A only with respect to the future 
operating charges. It makes little difference in the upkeep of 
telephone poles whether they carry two lines or ten. Except 
for a resetting charge, there is little reason to expect one year’s 
outlays to exceed another’s. 

Type C has many important representatives. Earthworks, 
such as the roadbeds of railways and of mountain highways, 
require a “seasoning’”’ process. During the early periods of 
railway operations over earthwork fills, the costs of releveling 
and realigning tracks are much heavier than in later years 
despite the lesser volume of traffic. 

Type D is a commonplace type in modern continuous proc- 
ess manufacturing. A machine performing some one opera- 
tion in the chain must take the pace of the plant as a whole or 
be replaced. Shutdowns during operating hours cannot be 
tolerated. It will nevertheless pay, especially if replacement 
cost is high, to spend more for repairs, etc., in the later years 
to keep up the efficiency of the machine rather than to scrap it 
early. It may well happen that more or less service, one year 
with another, will be obtained, but there may be no reason to 
anticipate any particular fluctuation or any trend other than a 
constant amount of use. 

Type E is likewise frequently found. Many types of equip- 
ment like desks, show-cases, sprinkler systems, require a fairly 
constant expense and render a constant service. Except for the 
difference between original cost and resale value, which may be 
reversed without affecting the major argument, land adequately 
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improved for a specialized purpose is, perhaps, the commonest 
case. 

Type F is, perhaps, less common than any other, but ap- 
proximations to it are sometimes of importance. Full use of 
an earthwork may be required from the time it is first made. 

Type G finds a host of representatives in machines that are 
not required to take the pace of an enterprise. Character- 
istically the repair, maintenance, and upkeep curves go up; the 
service actually rendered goes down. Buildings held for rent 
exhibit this character in almost every class. Not only does 
deterioration affect them to increase repair charges, but ob- 
solescence (particularly the inadequacy factor due to changes 
in building styles, shifts of population, etc.) cut down the 
rentals, and changes of site values require earlier or later 
rebuilding than may have been contemplated. Very few office 
buildings are allowed to stand in American cities for the full 
term contemplated by the architect. 

The critical student will note that 2 with respect to this 
assumed asset is obviously wrongly determined. Except under 
the most unusual conditions, it would not pay to operate asset 
G ten years before replacement. Reference to Appendix A will 
show that all the really good revaluation formulas detect this 
error and serve notice of it by finding negative valuations long 
before the nth period. But none of the formulas in current use 
will ever show a negative value unless the best scrap value 
available is negative. No formula, without revaluation of the 
constants, will show exactly when an asset is ‘worn out,” but 
the good ones will nearly all show that a wrong estimate of 1 
has been made before any substantial real loss has been in- 
curred. 

Type H often finds its counterparts in assets not subject to 
great variations in operating charges that are undergoing ob- 
solescence with respect to the requirements of the particular 
enterprise. Some service continues to be needed but at increas- 
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ing intervals. Contrary to the supposition of some writers * 
obsolescence is not, characteristically, a surprise factor. It may 
not be specifically foreseen when an asset is procured, but rela- 
tively seldom does it suddenly and unexpectedly terminate the 
use-life of an asset. Some shortening occurs, but even then, 
it is a common experience that no damage or loss, with respect 
to the future, is involved. No user of a machine is harmed by 
the bringing wpon the market of a better machine, unless he 
foolishly keeps the obsolete device in service. 

Type I likewise is often met in the case of assets that have 
an outlay schedule that varies directly with volume of use but 
that is becoming obsolete. 

This scheme, of course, does not provide for all types of 
assets. But all types at some time or other during their service 
lives, do approximate these types. Orchard trees, for example, 
begin somewhat like type A; and at mid-bearing begin to re- 
semble type I, though in general the decline in physical pro- 
ductivity is somewhat more abrupt than the rise. But the 
matter that is of the utmost consequence is this: that during 
the phase of service-life corresponding to one of these types 
the problem of revaluation corresponds with that of the types 
shown here. 


Straight Line Formula 


The straight line formula can be expressed in the general 
form, 


Vaz 


(V. yay Va) (n = a) ae Ve 
nN 


The decline in value may be expressed for any period by 


Veo VS 
nN 


D, = 
Since D is a constant, the book values in successive periods 
constitute an arithmetic series. In general, only two primary 


* See, for example, Hotelling’s article, “A Mathematical Theory of De- 
preciation,” Journal of the American Statistical Association, Vol. 20, p. 342. 
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estimates require to be made, viz., scrap value at the end of n 
periods and the numerical value of n. In general, nothing of 
great consequence is involved in fixing upon scrap value. It 
is usually, except in the case of land, numerically small in 
relation to value new. But the case is quite different with re- 
spect to x. Obviously the number of periods of contemplated 
use of an asset can seldom be intelligently estimated without 
reference to the anticipated conditions of use. If the formula 
is to be respectable at all, the value of 1 must be the most 
probable number of periods that will yield the most economical 
use. For how many periods, in the use contemplated, will it 
pay to keep the asset going, i.e., how long will it be before it will 
pay to scrap the asset? 

This question can never be answered rationally without 
considering costs of operating, other than first costs, and with- 
out considering the amount of service that will be required and 
that can be made available. Most types of artifact assets can 
be kept in good operating condition for an indefinitely long 
period provided enough money is spent for the needed repairs. 
Any and all portions of a steel rail can be built up by blow- 
torch methods to overcome wear and deterioration, but it does 
not ordinarily pay to do so except at the ends where the bat- 
tering causes most rapid wear. Obviously, this battering wear 
is a function of traffic volume, of train speed, etc. But neither 
the amount of future repairs, etc., nor the amount of service 
that will pay best, can be determined independently of the 
probable time-distribution of these two series. For both maxi- 
mum tolerable expense and maximum economical use are func- 
tions of time of use, and quite apart from their independent 
relations to time, they are intimately related to one another. 
Neither the total actual cost of service nor the :‘most economical 
service program are in any way dependent upon the distribu- 
tion of expense shown on the books, though, of course, a dis- 
tribution that does not accord with the realities may be 
mistaken for the real thing. 
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Book Values and the Straight Line Formula——But, to 
make out the best possible case for the method, suppose m is 
properly determined and suppose the contemplated operating 
policy and use schedule is correctly estimated. Under what 
conditions will the method yield book values that approximately 
conform either to an original valuation or to a replacement 
valuation? Must these same conditions prevail if the net in- 
come figures are to record the real experience year by year? 
Must these same conditions likewise be found if the implied 
unit costs of the asset services are to be a reliable guide to 
policy ? 

Assume that in every one of the types sketched above 
both V,, and m have been accurately forecast, that is, that the 
most economica! service-life possible is ten years, that V, is $5, 
and that the schedules of operating outlay and of services cor- 
rectly show the program actually to be realized. The formula 
will then show exactly the same book values for each of the 
assets at the end of any given period during the ten years! 
But do any two succeeding book values for any one asset have 
a common dollar-for-dollar meaning? Are the book values for 
any two assets at the end of any period, though shown at equal 
amounts, equal in any useful sense, i.e., equal in any but a 
pure numerical sense? 


Service Unit Cost and the Straight Line Formula.—Con- 
sider an asset of type A. During the first year the total charge 
against gross income is $9.50 for depreciation and $5 for 
operating outlays—a total of $14.50. This implies a cost per 
unit of service for the year of $1.45. During the last year the 
corresponding deduction from gross income is $34.50, and the 
corresponding unit cost is $0.69. Can it be said in any useful 
sense that of the total spent and to be spent a total outlay of 
$14.50 has been incurred to get this first year’s service or to 
get this asset’s contribution toward this year’s net income? Is 
$90.50 the amount spent, or agreed to be spent, to get services 
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after the first year? Did the concern really incur a cost of 
$1.45 per unit of service? Of course, if what is really meant 
by depreciation, by net income, and by unit cost is something 
that is written in a book or published in statements, the answer 
to all these questions will be in thesaffirmative. But if these 
terms are to correspond to the real status of the enterprise 
during the period, the real change of status during the period, 
and the real position at the end of the period, we shall have to 
enter a very emphatic negative. 

Nor is the result in type A the worst of the lot. In type H, 
for example, the figures for the first year are: (1) depreciation 
$9.50; (2) operating cost $10.50, including depreciation; and 
(3) unit cost $0.21. In the last period the corresponding 
figures are $9.50, $10.50, and $1.05. Depreciation and total 
operating costs are the same on the books, for the two periods, 
but cost per unit of service in the last period is made to appear 
to be five times as great as that in the first. The only general 
conditions under which the successive book values, depreciation 
charges, deductions from gross income and unit costs produced 
by this method approximate the real state of affairs is when O 
and S are constants.” When these are constants the only error, 
which is important only with respect to relatively long-lived 
assets as compared to short-lived ones that will do the same 
kind of work, is the neglect of the differences of length of time 
for which investments must be made and during which service 
must be waited for. The competition of alternative investment 
opportunities does not permit even this element to be ignored. 


Effect of Error in the Estimates——So far we have con- 
sidered only conditions in which the primary estimates, upon 
which subsequent statistics are to depend, have been made upon 
accurate forecasts of future operating conditions. What hap- 
pens when the forecasts are not accurate? This, of course, 
must always be the really characteristic case. There is no 


® See Appendix B. 
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a priort reason for supposing, nor so far as the present writer 
has been able to observe, is there any factual experience-reason 
for supposing that errors of judgment about proper operating 
policy and about service to be expected are more likely to occur 
in one direction than in the other. 

Take the case of an asset like type A. We may have a 
perfectly rational ground for assuming that some increasing 
schedule of future outlays and some increasing schedule of 
service will be experienced, but we are as likely to err in one 
direction as in another. The rate of increase may be either 
greater or less than that estimated. The series of ratios 


Da+ Oa 
Sa 


actually experienced later, as contrasted with those shown by 
the books, are as likely to deviate from the estimated ratios in 
one direction as in the other. We are as likely to overguess as 
to underguess the unit cost for the whole experience. Errors 
of estimate actually acted upon consistently do not cancel one 
another. Both make the real situation worse. 

It makes a very real difference, too, what types of assets 
preponderate in an enterprise. For industry in general, and 
particularly in a rapidly changing industrial age, the types of 
asset for which depreciation is a serious problem consist largely 
of types A, D, and G. None of these is really “fitted” by the 
straight line formula. Where any or all of these prevail the 
formula is not only erratic but biased.® 


®°In Appendix A an exhibit is made for each of the types of asset of 
all the successive book valuations, yearly operating charges, and unit costs 
that would be found by each of several of the formulas to be discussed herein. 

No formula is “biased” with respect to the service-life of an asset as a 
whole. All charge exactly the same outlays in exactly the same total time. 
But a formula may be biased with respect to the constitution of assets 
existing at any one time. And for a series of years less than m a formula 
may have a bias, but this latter bias is later followed, of necessity, by a bias 
in the opposite direction. There are a number of formulas, however, that, 
by reason of the error in the estimate of », may cumulate an error so great 
that only a charge (or a credit) to surplus can be resorted to for adjustment. 
The net income in the income statements, therefore, can never be adjusted. 
The straight line method is a bad offender in this regard—particularly in the 
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It is often said of the straight line formula that “‘on the 
average’ it approximates accuracy. Seldom, however, does 
any one who says this tell what he means by “on the average.” 
If this statement means that for assets of any given type it 
approximates accuracy, the statement is absurd except for asset 
types in which O and S are nearly constant. If it means that, 
one asset with another, it will write off the total depreciation in 
about the right number of periods, or that it is as likely to 
write off the wearing value too soon as too late, the same can be 
said of any formula ever proposed. But in some formulas this 
error nearly vanishes. If it means that the totality of book 
values for an enterprise will be nearly right, that is, that the 
implied overestimates will about cancel the underestimates, the 
assertion can be true only when the constitution of assets per- 
mits this to occur. This meaning could never apply to con- 
cerns that build and equip structures in anticipation of in- 
creased demands to be made upon them, nor of concerns that 
built and equipped for a trade that is running down. 


Service Unit Cost and Unit Product Cost.—In general 
the latter meaning, approximately correct total book value, 
seems to be the one most often intended. Suppose that it is 
really true of a particular enterprise. Is this a very important 
merit? The real financial position of a concern depends upon 
what it can and will do in its future operations—not upon what 
has happened in the past except to the extent to which unex- 
pended services have been made available. Consider what may 
very well happen, and presumably does happen to a consider- 
able extent in a manufacturing enterprise that can make many 
optional kinds of goods and that does make several. Let the 
straight line method be assumed to find a “correct” total of 
asset valuations. Assume, now, that the resident cost account- 
ant accepts the depreciation figure not merely in total but in 
detail and that he distributes the depreciation and other operat- 


case of assets whose term of service depends more upon wear than upon 
mere exposure. 
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ing charges through a system of machine rates. Obviously the 
erratic total unit cost charges that result from this method will 
affect the apparent unit profit of each particular product. And 
unless for all types of product the proportions of service re- 
quired conform to the proportions for the plant as an entirety, 
which is an absurd assumption in most kinds of multiple-prod- 
uct manufacturing,’ the cost accounts can be expected to show 
a set of differential advantages, as among classes and types of 
goods, that does not conform at all with the real differentials. 
If the management takes its cost figures seriously, the lines 
that they attempt to push may turn out badly and the ones they 
minimize may have been the preferable. As between really 
good valuations and the erratic figures produced by this 
method, every action based on an error of valuation will be a 
relatively losing action. They will attempt to exploit their 
spurious book value advantages and to diminish the effect of 
Spurious book value disadvantages. 

The cost accountants, to be sure, do certain things that 
diminish the effect of bad piecemeal valuation by diffusing 
them. The adoption of “standard” costs as an index of operat- 
ing efficiency does this to some extent. Various modes of 
distributing overhead, other than the machine rate, do diffuse 
the bad individual valuations and so make it less likely that 
these will be responsible for bad policies. In the interminable 
discussion of modes of distributing overhead or burden, how- 
ever, no one seems to have pointed out with respect to any of 
them that they prevent reliance upon bad valuations or place 
a premium on good ones. Little attention seems to be given 

7 Suppose, for example the manufacture in one enterprise of various 
classes of: firearms, building hardware, tools, and cutlery. No correspond- 
ence, one specified product with another, between the relative proportions of 
kinds of asset-service can very well be imagined. 

®* The term “standard cost” is a grievous misnomer. Whatever may be 
the true character of the things called by that name, they are certainly not 
“costs.” Let any one who doubts this write the statistical formula for one 
of these costs, either with respect to a unit of product, a production process, 
or a “department’s” activity. If he does so and still thinks the expression 


describes a cost, then cost has to bear so many meanings that it has ceased 
to be useful as a word sign for any idea. 
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to just what is to be distributed and when it is to be distributed 
through burden charges. 


To What Extent Is Simplicity a Merit?—A great many 
unite in declaring the very great advantage of the straight line 
method on the score of simplicity. There is no denying its 
simplicity—it is simple. But it is also ridiculously erratic and 
often biased. So long as it continues to be the prevailing 
method, it is to be hoped that cost accountants will avoid the 
extremely plausible machine rate,” a mode of distributing over- 
head that is excellent provided the right amounts are distri- 
buted, but an extremely dangerous mode if wrong amounts are 
involved. 

It must not be supposed, though, that any proposal to throw 
out this method altogether is made here. For, as we have seen 
above, there are conditions under which it is sound well within 
the limits of probable error in the original estimates upon which 
all formulas must be based. Certain other formulas approxi- 
mate the true going-concern values under other conditions. A 
combination of formulas having proper regard for the types 
of asset to which they are applied may well turn out to be 
preferable to any one mode, and this despite the high authority 
that stands behind some of the more complex and more general 
formulas. 

It must not be supposed that simplicity is not a great merit. 
The cost of making the primary estimates and of doing the 
clerical work of calculating must never be forgotten. One may 
suppose the invention of a formula that would give perfect 
valuations within the limits of error in the primary estimates, 
but one cannot entertain a hope that that formula will be simple. 
It might cost more to value the assets than the assets are worth. 
Put more exactly, if the value of the assets is to depend upon 
all of the charges incident to their ownership and operation, 

*By machine rate is here meant what Scovell calls the “new machine 


rate.’ See his “Cost Accounting and Burden Application,” items indexed 
under the quoted term. Note also his discussion of depreciation, repairs, etc. 
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including the charges necessary to their revaluations by a per- 
fect formula, many assets might turn out to have negative 
valuations, that used without revaluations at all, could produce 
a real profit in enterprise. 

Hotelling ° solves an integral equation to determine the 
mutual effects upon one another of charges like capital value 
taxes, etc., and value of the asset subject to taxation. If this 
has to be done’ then both the tax and the book value are de- 
pendent upon the cost of solving integral equations to find them. 
And the amount of the tax and book value, in turn again, will 
have to depend upon cost of solving integral equations in the 
assessor’s office. Persons who combine in themselves the req- 
uisite mathematical training and the knowledge of facts 
necessary to make the primary valuations of the constants are 
scarce and can, in general, be more adequately employed. The 
cost of performing the operations implied by a formula is a 
property of that formula. 


Sinking Fund Formula 


After the straight line formula the one perhaps most widely 
used is the sinking fund formula and the modifications of this 
method. The general formula for book value at the end of 
any specified period is written 

| Font Vee AW (I? — 1) 
1 
wherein 4 is the rent of an end-of-the-period annuity that, at 
7 rate of interest, compounded periodically will amount to 1 
at the end of ” periods, J=1+zandW=V,—V,,. The amount 
of depreciation for any given period is D,= AWI “~” 

It will be noted that the annual charges, instead of being 
constant, as in the case of the straight line method, constitute 
a geometric series of which the common ratio is J. When J= 
I, i.e., when i=o, or when n=1, it is identical with the straight 


“Journal of the American Statistical Association, Vol. 20, pp. 345-346. 
See p. 351 also for his comment on a simple (?) formula. 
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line method. But when iso and 1>1, which are the only 
conditions that concern us here, it will be observed that book 
value, at any time after first valuation and before date of 
scrapping any asset, will be given a higher figure by this 
method than by the straight line rule. Between these time 
limits the sinking fund curve has the greater ordinates and so 
implies a greater aggregate dollar-year investment. 


“Rate of Depreciation” and “Rate of Interest.”—There 
are some who seem to suppose that the accumulated deprecia- 
tion for any given number of periods is equal to an annuity 
sinking fund—by that time—which has actually (or in imagin- 
ation) been established to accumulate the difference between 
cost and scrap value during the use-life of the asset. There is, 
_ of course, no such equality. The rate of exploitation of a 
stock of services that promises to be most economical seldom 
has any correspondence to any specified rate of interest. The 
rates of change of exploitation rates do not conform to rates 
of change in the earning power of any simple form of invest- 
ment. 


Depreciation Expense and Depreciation Funds.—There 
is a much larger number who in some way try to identify the 
deposits to a sinking fund or the deposits and earnings thereon 
with “depreciation expense.” The only source of an “expense” 
of depreciation is the outlay or outlays made or agreed to be 
made for the asset in order to have the enjoyment of the 
service. The real or realized expense occurs when the outlays 
are made for the service. For convenience, the outlay or out- 
lays are referred to the years on behalf of which they were 
made. The necessary deposits to create a fund equal to the 
difference ’,— TV, are always, unless interest is zero or less, 
less than depreciation expense. If one could meet his deprecia- 
tion expense so simply, he could for $760, interest being 5%, 
get rid once for all of a difference V,—l’,—$100,000 in 100 
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years. This may be a form of independent investment, but it 
is not depreciation expense. 


Deficiencies of the Formula.—The deficiencies of this 
method, aside from its apparent tendency to mislead people into 
believing that there is some connection between a mode of 
accumulating free funds and an appropriate mode of exploiting 
the asset, are very like those of the straight line method. For, 
given the value of m and V,—J/,, (and a value of 7 which relates 
to rate of return on some other investment than that in the 
asset), all subsequent book values, all annual charges for de- 
preciation, and all implied unit costs are determined. For the 
set of assets sketched above exactly the same set of book values 
is found for each. Neglecting interest on the changing invest- 
ment in the asset, this formula fits, when and only when, 

AWI° + Og 
Sa 
is a constant. 

There is neither an a priori reason nor one drawn from ex- 
perience to lead one to suppose that a curve like the sinking 
fund valuation curve will fit the real facts any better than the 
straight line determined by the other formula. Both formulas 
are invariant to the time-distributions of O and S except to the 
extent that these determine m. But the same value of n is 
found in either case. The value of i referred to its proper base, 
as will be shown later, does influence the value of m but does 
not influence when 7 is referred to some other investment. 
But even if 7 be the proper rate to contemplate on the invest- 
ment in the asset, it should be referred to all outlays—not to a 
part only. 

When the condition that 

AWI®™ + Oz 
Sy 
be a constant is more nearly fulfilled than the condition that 
Ou/S. be a constant, the sinking fund method is better than the 
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straight line rule, but not otherwise. The two judiciously ap- 
plied may be better than either alone. But cost of calculation 
should not be forgotten. 


Fixed Percentage on Declining Balance Formula 


This formula is described in all the general texts, but, for- 
tunately for all concerned, is little used in practice. It may be 
given the general expression, 


Ve= Vert, when 4= V,/Va4, a.constaut. 


The general expression of the decline in value in any given year 
can be written 


Da = V.(1 — r)r'e- 
Having found u by the considerations mentioned in discussing 
the straight line formula, the problem here is to find a rate, 7, 
such that V.r” = V,. This, of course, means that 7 is o if u is 
positive, and V, =o. But if both m and V, are positive, r is 
found by the equation 
n log r = log V, — log V. 

From the general expressions it can be seen directly that 

the series of book values, V,, is a geometric series of which 7 


is the common ratio. It will be recalled that under the sinking 
fund formula the D, series was a geometric series. 


Deficiencies of the Method.—This method can be sum- 
marily rejected for a reason quite independent of the deficien- 
cies of formulas 1 and 2 above. Overwhelming weight is given 
to V,, in determining book values. If V7, is zero, then r is zero, 
and rigorously applied, the book value at the instant after ac- 
quisition becomes zero. Applied to any asset in the schedule 
given above, the difference in value at the end of the first period 
that depends upon a difference between V,—=0 and V,— $5, 
is $74.11. Thus the least important constant in reality is given 
the greatest effect in the formula. 


“= 
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There may be cases in which the formula fits the facts, but 
aside from the case in which the asset becomes instantly an 
item to be scrapped, or V.=V’, so that r—=1, the chance of its 
being a formula of close fit is reniote indeed. Its chief useful- 
ness seems to be to furnish drill in the use of logarithms for 
students in accounting. 


4 


Sum-of-the-Year-Digits Formula 


This rule is known under many names, none of which 
seems to suggest the nature of the method. The general book 
value expression is 


_ Wn — a) (n—a+1) 


Va n(n + 1) + Vn 
and the annual depreciation charge is 
ee 2W(n —a+1) 
“n(n + 1) 
The series of values D, is a declining arithmetic series of 
which the first term is —2”” and the common difference is 
n(n+1) 
meee Having determined n, as in the straight line for- 
n(n+1) 


mula, the procedure is to take the sum of the successive re- 
sidual life periods as a rate base. Thus, if m=—10, this rate 


base is 10+9+8-+4 ...-+1=55. The first year’s 
depreciatiofi becomes gio W the second year’s is goW 
55 55 
and so on to the uth period when it becomes ow 
5S 


Special Defect of the Formula.—This rule is free of the 
special faults of the rule previously discussed in that it gives 
no excessive weight to the scrap value estimate. It does, how- 
ever, give a peculiar weight to the mere numerical value of n 
itself. Thus if we assume a five-year service-life and apply 
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this formula first on the basis of five one-year periods and then 
on the basis of ten six-month periods, we shall have different 
book values at end of the year periods. If V,—$100 and 
V,, is $5, we should get book values for the four intermediate 
year-endings as follows: 


Book VALUATIONS AT THE END OF: 


Length of First Second Third Fourth 
Period Year Year Year Year 
OnewVeatene are $68.33 $43 .00 $24.00 $11.33 
Six Months...... 67.18 41.27 D227 10.18 
Differences TEs ANS i Wf 98 Teens 


This particular property, while not one to be looked upon as 
desirable, is not of great practical consequence since 7 is almost 
always determined in whole years. When interim statements 
are prepared, it is common practice, no matter what formula 
is used, to interpolate the semi-annual, quarterly, or monthly 
allowances for depreciation. 


Special Case of Usefulness.—The conditions under which 
this formula gives results correct but for errors in the primary 
estimates and for neglect of interest upon the investment, are 
Data 

Sa 
satisfactory. When this condition is more nearly approximated 
than are the conditions expressed for formulas 1 and 2 above, 
it should be preferred to them. Such conditions are met, for 
example, in the write-off of a bond premium or discount on 
a serial issue in which a like par amount is retired annually 
beginning with the first year, or if a like amount is to be re- 
tired after the maturities begin. Thus, if the issue, consisting 
of $100,000 par value, sold at a discount $1,500, is to be paid 
off in five $20,000 annual blocks beginning one year from date 


easily shown. If is a constant, the formula is 
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of issue, the first year’s credit to the valuation account will 
be $500, the second year’s $400, and so on to the final year 
when $100 will be credited. The year’s credit is strictly pro- 
portional to the par of the bonds outstanding during that year. 
The corresponding charge is made to interest or discount ex- 
pense. The charge to interest expense under the so-called “sci- 
entific” compound interest method, will, for short-term serial 
issues, be nearly the same as that by the rule under con- 
sideration. 

As a sole rule it is, one class of assets with another, a poorer 
one by reason of systematic bias than either the straight line 
or the sinking fund method. But as one of a set of rules judi- 
ciously applied it may be accorded a place. 


Service Unit Formula 


This method, which has been making considerable headway 
in recent years for some types of asset and in certain classes of 
enterprise, does not necessarily require an estimate of service- 
life in terms of fiscal periods at all. Service-life is estimated 
in terms of some function of service rendered that is more 
nearly proportional to amount of service enjoyed than is mere 
lapse of time. If we set 


Ve a Wo a = Ve 
1=n SSE t=n 
2; pS) 
t=o t=a 


in which the denominator summation signs mean, respectively, 
“the sum of all units of service to be had between time of 
installation (¢ =o) and time of scrapping (¢ =) whatever 
the value of m may be” and “the sum of all units of service to 
be had between the time of revaluation (t =a) and the time 
of scrapping (t =m) whatever the value of 1 may be,” it is 
evident that U is an average cost per unit of service. But it 
is only an average of that part of total cost of service repre- 
sented by the difference between first installed cost and scrap 
value. 
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Given the estimate of amount of service to be had eco- 
nomically from a new asset and the amount still to be had 
economically, from the one now in service, we can solve for the 
book value, V,. This relation can be expressed 


t=n 
Vig es Sev, 
t=a 


and the general formula for the year’s depreciation is US. 


Meaning of a Unit of Service.—There is little difficulty in 
assigning some appropriate measure of service, though it is 
sometimes inconvenient to obtain the record of service. But 
automobiles, trucks, and busses are equipped to show a record 
of miles run; rolling stock statistics show like records for cars 
and locomotives; job records show machine hours under as- 
signed operations, and so on. In all concerns in which any but 
the most sketchy cost accounting scheme is in use, the requisite 
data are found for other purposes in any event. General con- 
tractors’ records show earth removed by various devices, yards 
of concrete mixed, hoisted, and poured, and so on. 

In the case of many types of asset, to be sure, useful life 
is more nearly controlled by mere lapse of time than by service 
output. Thus, under light traffic, railway ties “wear out” 
because of rotting. A building site, so long as it is used for 
that purpose only, renders a continuous service. In these cases 
the formula evidently becomes identical with the straight line 
rule; for the denominators of the two fractions equated to U 
vary in direct proportion to calender time so that the annual 
charge is a constant. 

In a sense, this formula offers no new idea for considera- 
tion as compared with the three previously discussed. All 
these latter differ one from another in their explicit supposi- 
tions concerning the way in which an element of cost is, or 
ought to be, divided among the years to which the cost at- 
taches. But they all agree impliedly that the “year-in-service” 
is the appropriate measure of service-use. This one merely 
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amends the unit measure of service-use. It merely asserts that 
under certain circumstances certain other measures or functions 
of service can be more significant and convenient. But having 
adopted a unit measure of service or index of unit service, the 
element of cost is to be distributed among the unit measures 
of service in direct proportion to their quantity just as in the 
straight line method. For a motor bus it merely substitutes 
miles run for years of service. 


Special Merits of the Formula—wWhether or not this 
method presents anything novel for consideration—the others 
being before us—is of little consequence. What is of vast 
consequenice is the introduction of a system of service measures 
in lieu of a single arbitrary measure. There is no more reason 
why we should struggle along with one common service meas- 
ure, the year of use, than that we should try to get along with 
one unit of physical measure for objects. Every one can see 
the inconvenience of speaking of tons of houses, of lumber, of 
cloth, of pianos, and of gravel walks. Exactly the same kind 
of rigidity and inconvenience results from attempts to value 
services of houses, of lumber, of textiles, of pianos, and of 
gravel walks in terms of a common non-monetary unit which 
is to be converted into monetary units by an arbitrary system 
of multipliers. 

It takes no great insight to see that one year’s use of a 
truck may vastly differ from another year’s uses in everything 
that is really significant. But if a ton-mile-under-useful-load 
has a stabler significance, and if the ratio of miles run to ton- 
miles-under-useful-load for periods as long as a year is rela- 
tively constant, then miles run is a better (that is, more con- 
venient and, hence, more significant) measure than is a year 
of use. 

In Appendix B of this book a proof is given of certain 
conditions under which this method will give superior book 
valuations, year’s deductions from gross income, and unit costs 
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of service, as compared with the straight line method. The 
treatment given there does not purport to be a complete or 
comprehensive comparison, even as between these two meth- 
ods. It is inserted merely to indicate the character of investi- 
gation likely to lead to really useful results in valuation theory. 
It can be noted here that under any general set of conditions 
in which the straight line method will give correct figures, the 
service unit formula will give identical results. But the latter 
rule will give correct results throughout the use-life of some 
assets for which the former rule will give wrong results— 
wrong, too, by indefinitely great amounts. 

Aside from the one great merit noted, substitution of a 
better service measure, this rule has another great merit. It 
disregards mn altogether except to the extent that the rate of 
exploitation must be constant or that mere exposure rather than 
exploitation fixes the amount of service to be had. These ex- 
ceptional cases are not the ones in which 7 is difficult to esti- 
mate. On the contrary, it is for the exposure-limited and the 
constant-service types that m can be most nearly estimated. 
Where wear, which is always a function of exploitation rate, 
is the effective or predominant cause of operating outlay, 1 
is very difficult to estimate. Errors in the estimate of m are 
one of the most serious kinds. 

Any one who drives an automobile and watches his expenses 
knows that gasoline cost, tire costs, valve grinding, greasing, 
bearing adjustments, reboring of cylinders, etc., are much more 
closely related to miles run, under given road and use condi- 
tions, than they are to months or years in service. Certain 
other charges for repainting, registration fees, and the like are 
dependent on time also, but the preponderant charges for all 
power consumers and producers are geared to rate of ex- 
ploitation rather than to fiscal years. Any textbook on machine 
design will show why this is true. Any testing laboratory and 
any well-kept machine register will show that it is true. 

At the risk of tedious repetition it must be repeated that no 
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primary estimate whatever is needful in the case of this formula 
that is not equally needed in any other. m cannot be iutelli- 
gently determined for any formula without regard for the 
amounts of O and of S that may be anticipated. Nor can the 
most economical combination of these with ’, and V’,, ever be 
determined without thought of the parallel time distributions 
of O and S. “Neglect to consider these at all will bring its 
penalty in any case. If a trend of either or both of these will 
most probably be some trend other than that of a line parallel 
to the base of the time coordinate, this method does better 
than the straight line method on the same estimates and in 
every case. It is not legitimate to argue that O and S cannot 
be accurately forecast or forecast at all; for the straight line 
method and every other involving » as an effective symbol 
implies willy-nilly that some particular trend is expected. 

Within the limits of our ability to forecast at all, this 
method has much more to recommend it than any other simple 
method yet proposed. Nevertheless, if simple methods only are 
to be used, there is no good reason why this should be the sole 
method. It will be the concern of the next chapter to discuss 
some of the variants upon these simple methods that have been 
proposed. 


CHAPTER VXIV. 


REVALUATION TECHNIQUE: ADJUSTED 
MEASURES 


In the previous chapter several simple techniques of revalua- 
tion were considered in some detail. There remain for ex- 
amination a number of modifications of these simple methods 
that have been or may be proposed. Variants upon the straight 
line rule, upon the sinking fund rule, and upon the service 
unit rule are to be noted, but only the latter have merit enough 
to warrant careful consideration. The writer has made a test 
of every formula proposed in the literature and has invented 
some hundreds of modifications upon these. But every one of 
these can be demonstrated to be inferior in the conditions that 
prevail in use to the modifications of the service unit rule 
proposed here. Nearly all can be rejected on the ground of 
being seriously and adversely variant to the characteristic errors 
of primary estimates, some on the ground that they imply a 
conduct of men contrary to real conduct based on accurate in- 
formation, and the rest, though mathematically sound, are too 
expensive to operate. Many of the latter type give results so 
nearly identical with those given approval here that they can- 
not become practically preferable. 


Modified Straight Line Rule 


Many text writers discuss the case of the “major repair” 
or “extraordinary charge.” If in the course of use-life some 
‘very large item or items recurring at intervals much longer 
than one fiscal period are to be expected, it will be seen, from 
what was said of the simple rule, that the occurrence of such 
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an item will seriously falsify the net income and the cost statis- 
tics. Obviously one does not reshingle a house merely to get 
service out of the house for the rest of the year in which the 
work is done. The job is done in order to get service from the 
house as long as the new roof lasts. One does not repaint a 
house every year in most climates. But the fact that such a job 
must be done, ‘and be paid for, certainly affects the value of the 
house. If the house is worth repairing at all at the cost of re- 
pairing, the difference in value between the house just before 
and just after repairing is not less than the cost of the repair 
itself. 


Extraordinary Outlays.—To provide for such large and 
infrequent amounts of outlay the following formula is often 
employed : 


t=n 
Va=(n"-—a)U-ZE+V,andD, =U — EF, 
t=a 


wherein U is defined by the equation: 


=n 


t pS 
an Sires te gee ie ae 
t=o t=a 


= U = ——_———__» 
n-a 

in which E means “extraordinary charges not amounting to 
additions.” The effect of this modification is to spread these 
extraordinary repair costs equally over all the years of use. 
U becomes the amount debited to depreciation and credited to 
the reserve for depreciation. In the years in which an item of 
this unusual kind happens, its cost, E,, is debited to the reserve 
for depreciation and credited to cash, or to some liability ac- 
count, if unpaid. It will readily be seen that the balance, or 
net entry, to the depreciation reserve account in any particular 
year may be a debit balance. This means that as between the 
beginning and closing book valuations the latter is the greater. 
Only in the years in which no extraordinary item occurs will 
the valuation curve be a straight line. 
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What Outlays are “Extraordinary?”—But what is an 
extraordinary outlay? How large must it be or how infre- 
quent in recurrence? Does the simultaneous occurrence, or the 
occurrence in any one period, of an unsually large number of 
small charges constitute an extraordinary item? If we neglect 
for the moment the relation between amount of service and the 
amount of concurrent outlays, it can readily be seen that non- 
uniformity of periodic charges is the only really significant 
matter. For it is mere non-uniformity that disrupts the statis- 
tics of income and of unit costs. Absence of any charge for 
repairs at all in a specified period is quite as extraordinary as 
the occurrence of a large one, and has the same kind of effect 
upon the income and cost figures, though of course, of opposite 
sign. Can a concern increase its real net income during a 
period by failing to make repairs, or to repaint a building? 
Suppose one buys a machine on an understanding that the seller 
will “service” it for a year without further charge. Does the 
buyer escape an implied charge? Or does the seller see to it that 
the purchase price is big enough to reimburse him for his in- 
convenience if the buyer should hold him to the agreement ? 

What shall be done with the case of asset types that exhibit 
a characteristically increasing series of outlay charges, or one 
that usually declines, or that departs from uniformity in any 
specified way? The lazy way to deal with this nasty problem 
is to assume that, one year with another, these operating out- 
lays will come to about the same figure, or that they will vary 
with sales volume. But the range of variation on either of 
these bases, one enterprise with another, is great both abso- 
lutely and relatively, and the dispersion within ‘the range is 
characteristically broad. It is often, very often, not the part of 
wisdom to try to force uniformity. A well-financed and well- 
managed railroad spends more for repairs to rolling stock, tie 
replacements, ete., in the off-season periods and in light traffic 
years following a year of heavy duty than it does in the busy 
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season or year. There is a great deal of business wisdom in the 
parable of the wise and the foolish virgins. Instead of saying 
“if the operating outlays ave uniform,” one should say, “if only 
they could sensibly be made uniform.” Investment in repairs 
is made in advance of resulting services in exactly the same 
sense as investment in purchases of equipment is made in ad- 
vance of service. The decision to buy carries with it an eco- 
nomically inevitable decision to make further outlays to 
conserve. A dollar of a purchase price has exactly the same 
consequences as a dollar of repair bill except for the fact that 
the latter lags behind the former. 

While there are some cases in which the modification of 
the straight line rule under discussion makes that rule as good 
as any modification of it can be (see assets of types B and H in 
the preceding chapter), these cases are far from representative. 
To stop with “extraordinary items” is merely to nibble at the 
root of the difficulty. In a vastly larger number of cases more 
can be done by taking account of the whole schedule of charges. 
To do this it is necessary, so far as the formulas given above 
are concerned, only to substitute O for E. 

But even this is only a palliative at best except in those cases 
in which the service to be rendered period after period can be 
counted on to remain approximately constant. For it is only in 
these that one can sensibly wish to make the total charges uni- 
form. If we were indiscriminately to apply this modified rule, 
it is doubtful that we should benefit at all. The very uniformity 
in the annual charge may be absurd and may result in unit 
cost statistics even more fantastic than those produced by the 
simple rule. 


Cost of a Unit of Service.—Applied to assets of types B 
and H (see page 266), the rule gives the unit costs on page 288 
as contrasted with those produced by the unmodified rule. 

The average outlay per unit of service on these types of 
asset is the same, viz., $0.39-++. On assets of types D and F, on 
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Unit Cost oF SERVICE BY Two RULES FOR SPECIFIED PERIODS ON 


ASSETS OF: 
Type B slay Demet 
a 
. Simple Modified Simple Modified 
Period Rule Rule Rule Rule 
ii $1.05 $1.25 $0.21 $1.05 
10 21 225 125 1.25 


the other hand, the modified rule is quite satisfactory and is 
much better than the straight line rule. On the assets of type E 
only do they agree and here they are both correct. 


Relative Deficiencies of the Method.—But in no case— 
and this is the important matter—does either rule give any bet- 
ter results and in most cases neither gives anything like so good 
results as a rule to be proposed below (see page 290). No 
modification of the straight line rule that stops short of elimi- 
nating the very essence of it can become a generally applicable 
method if one really cares to achieve anything more than mere 
numerical accuracy of arithmetical operations. The straight 
line rule in all its forms seems to be merely a special case of 
the popular fallacy that the arithmetic mean, by divine or nat- 
ural ordinance, is the average and that any other average is an 
evil to be avoided if possible. As in all other cases, too, it 
makes a difference what quantities are taken into the total and 
what divisor is employed. Statistically considered, an average 
is something more than the numerical result of a dividing op- 
eration. In valuation procedure the arithmetic mean can be a 
useful and convenient measure provided the right things are 
averaged with respect to the right variable and in the right 
circumstances, but all these conditions must be fulfilled. In 
the present instance, total cost of service should be averaged 
over all units of service. 


REVALUATION TECHNIQUE 289 
Modified Sinking Fund Rule 


There are many variants upon this rule to be found both 
in the texts and in practice.' They are mentioned here merely 
because, unfortunately, they are sometimes used. There is no 
denying that conditions can exist under which any of them will 
approximate really significant figures. But cases of this kind 
are rare. And in every case it is possible to find a rule that is 
equally or more reliable that requires no more difficult esti- 
mates or operations than do the sinking fund variants. 

The sinking fund principle may be a good one as a basis 
for bargaining about the administration of an investment or of 
a debt retirement fund, but its prominence in valuation is one 
of the best pieces of evidence that the common technique of 
revaluation is a very crude device.” 


Modification of Fixed Percentage and of the Sum- 
of-the-Year-Digits Rules 


Any rule is capable of modification in indefinitely many ar- 
bitrary ways. From any beginning formula any other may be 
derived if one is sufficiently ruthless. But having made a bad 
beginning, it is often easier to make a fresh start than to tinker 
with the faulty first product. Burning down houses is one way 
of roasting pigs, but is an expensive mode of cooking and 
probably does not prepare the most appetizing barbecue. So 
far as the writer is aware, no modifications of either of the 
rules under discussion is in current use, except in rare instances 
of setting a purely arbitrary positive value for VY, in the fixed 
percentage rule. It is not algebraically difficult to make either 

1See Saliers, Depreciation: Principles and Application, for a list of 
these. Saliers disapproves of the principle underlying all of them, but does 


not by any means indicate the whole of the special shortcomings attaching 
to the principle and to the modified rules that make use of that principle. 

2 Two rules that involve very considerable modifications of the sinking 
fund rule will be discussed later (see pp. 305-306). But in both of these 
the modifications are so very great that the sinking fund principle is largely 
overborne. These rules will be discussed not because they are good but 
because they have been given the approval of highly trained technicians. 
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of these rules fit any real set of successive values if one makes 
the right modifications every time an asset is to be revalued. 
But to make either mode generally reliable is a task suitable 
only, perhaps, for class drill in menipulating statistical 
formulas. 

Modification of the Service Unit Rule 


Not only is the simple form of this rule more generally re- 
liable than any other yet proposed, but it is easily capable of 
modifications that do not require the employment of any vari- 
ables that do not also have to be considered in assigning val- 
ues to the symbols in any simple rule. Nor do the additional 
data requisite for the operation of the modified rules require 
information that is not furnished by any well-kept set of ac- 
counts. In discussing that rule it was noted in the last chapter 
that no effect is given by it to departures of O/S from its mean 
expected value. That is to say, if period by period O x KS, 
1b ee 

See 
is not a constant. Departure from this relation is a defect. 


where K is a constant, the unit cost of services, 


Postulates Underlying the First Modification.—This last 
statement is too broad to be left without substantiation. The 
foundation for it, in the present writer’s mind, can be described 
by the following postulates : 

I. When a machine is bought it is acquired because: 


(a) The service it can render is necessary to a program of 
operations in which other serving agents are to be 
employed jointly with it; and 

(b) It is expected to render the essential service at a more 
economical outlay per unit than that service could be 
obtained for from any alternative agency available to 
the buyer. 


II. A machine cannot be intelligently chosen from among 
alternative devices capable of rendering essentially like services 
unless estimates better than pure guesses can be made of : 
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(a) The amount of service that it will most probably pay 
to get from the machine; and 

(b) The amount of outlays, other than the purchase price 
less salvage value, that will most probably have to be 
incurred as a direct and immediate consequence of its 
ownership and operation if the machine’s service is to 
be had most economically. 


III. The technical service of the machine is capable of 
measurement in terms of a unit such that there is no reason 
assignable in advance for preferring any one unit of the service 
to any other like-measured unit except that of preference for 
early as against deferred services. 


IV. The number of fiscal periods within which the service 
is to be exploited and in which the outlays subsequent to pur- 
chase are to occur is not reliably determinable unless : 


(a) Within the limits, time equals zero and time equals 
4) Ser Es OF 

(b) The service requirements, Si, Se, . . . Sa. . + Sn, 
can be forecast. 


V. The time-distribution of O is more nearly determined 
by the time-distribution of S than it is by mere lapse of time 
unless the time-distribution of S can be forecast. Elements of 
O that are time-functions, O(t), (such as annual license fees, 
repainting, etc.) must be allowed for on a basis of a most 
probable value of x. 

VI. Optional purposes of employment, i.e., the making of 
one or more kinds of goods or services for sale at different 
selling prices and in varying amounts, are expected to be open 
to the management. That is, the purchase of the machine 
commits the enterprise to no rigidly limited operating policy 
unless the results of that operating policy can be reliably fore- 
cast. This excepted case is the case of a concern that contracts 
for the sale of its entire output for a long term of years. 

VII. The rate of time-preference (the rate of interest on 
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additional investment necessary to induce the enterprise man- 
agement to continue operations) is either: 


’ 


(a) Ignored in the valuations, that 1 is, set impliedly at zero; 
or, more often, 

(b) The rate is omitted because the time of investment 
involved for V,, Vn, O, and hence for S, is capable 
of prediction to such a small extent that a proper rate 
taken into the calculations is unlikely to better the 
valuations sufficiently to pay for the additional cal- 
culating cost. 


These postulates, while they do not purport to be a wholly 
comprehensive set, are nevertheless thought to be reasonably 
complete and reasonably necessary to one another. They are 
not mutually inconsistent nor do they depart widely in their 
assumptions from the conditions under which most assets of 
the kind under discussion are required and employed. 


First Modification—Interest Ignored 


Under these postulates the most probable outlay referable 
to a unit of service is denoted by U when, the primary esti- 
mates having been made, we set 


t=n t=n 
V.tz0-Vn VatzrO-V, 

=O = i? = t=a 

1=N2 t=n 

2S. ZS 

t=0 t=a 


Book value at the end of the ath period then becomes: 


t=n 
Vo = UES~20+Va= Vert Oo- US. 


=a t=a 
The annual charge against gross income with respect to the 
cost of this asset’s operating service is USc. And the decline 
in book value (increase if Da'is negative) is given by 
ae = GaSa ace Qes* 
®’ Formulas very like the set just given and very like the set next to be 


given were first published by J. S. Taylor in “A Statistical Theory of 
Depreciation Based on Unit Cost,” Jowrnal of The American Statistical 
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“Minimum Cost” and “Most Economical Cost” of a Unit 
of Service——The problem of the business man who has already 
bought a machine, is not how to get the cheapest possible tech- 
nical service out of it. That latter problem seldom if ever 
arises in the real world of affairs. It can present itself to a 
business man when, and only when, the maximum profit to 
him is contingent upon the operation at the optimum capacity 
of each and every device, either in his present possession or at 
his present disposal through purchase. The flour-milling in- 
dustry has a plant capacity sufficient to turn out flour faster 
than two populations could eat it, if by plant capacity is meant 
the rate of commodity output that, continued indefinitely long, 
would permit flour to be milled at the lowest milling cost per 
hundredweight. Neither the industry nor any unit enterprise 
in it has ever occupied that position for any considerable length 
of time. Both maximum profit and minimum loss characteris- 
tically entail operating some or all devices at other than this 
optimum capacity. The overwhelming fact about business is 
that the business man does not rule the world in which he does 
business. His buying market for all things is determined for, 
rather than by, him. So also is his selling market. His job 
is to prepare for opportunities that may present themselves, to 
see them and seize them when they do, and be ready to shift 
when adversity threatens. 


Association, p. 1010 (December, 1923), and were commented upon and 
modified by Harold Hotelling in the same journal, Vol. 20, p. 340 (Sep- 
tember, 1925) in an article entitled, “A General Mathematical Theory of 
Depreciation.” Quite independently of these writers the writer had invented 
the two sets of formulas to be given here in March, 1922. A few manu- 
script copies were privately circulated in that year and both have been 
continuously employed by him in instruction since that time. Both Taylor’s 
article (see pp. 1010-1012, loc. cit.) and the writer’s own work were prompted 
by the work of Gillette, “Cost Data,” toro, p. 36, and the “Final Report of 
the Special Committee to Formulate Principles and Methods for the Valua- 
tion of Railroad Property and Other Public Utilities,’ Trans. of the Ameri- 
can Society of Civil Engineers, Vol. 81, 1917, pp. 1448-1501, in both 
of which a somewhat extended comment is to be found on the “unit cost” 
formula. The writer quite agrees with Taylor that the “unit cost” formula 
has little merit in comparison with certain others. But the postulates ex- 
pressed or implied in Taylor’s article are very different from the writer’s, 
and, as will be made to appear, the formulas have a superficial resemblance 
only. 
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The problem of enterprise valuations is to answer the qttes- 
tion, how well is the enterprise prepared to seize opportunities 
that may present themselves and to stave off adversities that 
may impose themselves in the real world, Just what favorable 
or adverse conditions are in prospect is the business man’s 
own problem that he cannot shift. The accountant under- 
takes to say how well he is prepared for whatever may happen. 


Merits of the Formula.—The formula under discussion 
possesses none of the demerits urged against those previously 
considered and possesses not only all of the merits of all of 
them but many more. If the postulates laid down for its sup- 
port approximate the truth, the formula produces useful an- 
swers to the questions : 


1. Of that which has been paid or must be paid for services 
of long-lived devices, how much expense was impliedly 
incurred on behalf of services already realized and how 
much for services that are still to be had? 

2. Of those services paid for or to be paid for how much 
is applicable to the services used this year? 

3. How much has been or will have to be paid out per unit 
of service realized ? 


The answer to the first question assists the business man 
to know his financial position with respect to the control of such 
technical services as the future may make it to his advantage 
to use. ‘The answer to the second shows to what extent the 
receipts of the year are freed of concomitant outlays, past and 
future. The two together answer the further question, what 
ratio or other relation does this net income (or loss) bear to 
the investment made to get it. Successive answers to this 
further question, in time, will establish a trend or a base line 
to which to refer subsequent experience. These answers also 
measure the money-getting efficiency of the past management. 

From all the answers to the third question a sense of what 
differential advantages are really open is made possible. The 
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best evidence of what costs in the future will be that we really 
know anything about is: (1) what the costs of like operations 
have been; and (2) what changes in cost conditions have taken 
place since those costs were experienced. Cost figures that are 
produced by formulas that are not in accord with the charac- 
teristic conditions in which the enterprise works are not merely 
useless. To the extent that they are relied on they are baneful. 
But good cost statistics are half of the answer to the question, 
what are the most favorable and least favorable opportunities. 
The other half, viz., what receipts can be had, is the business 
man’s own burden, not the accountant’s. This set of answers, 
among them, determines: (1) profit-earning efficiency of the 
past; (2) present readiness for what the future may bring 
forth; and (3) prospects for the immediate future in relation 
to apparent strategic advantages. No information can ever 
become more important to the business man or to the public 
with which business men deal than reliable information on the 
three scores just mentioned. No worse pilot could be imagined 
than unreliable information about these things if the unreliable 
_ information is acted upon. 


Effect of Errors in the Estimates.—Theoretical proof of 
the extent to which the estimates implied in this formula may 
be in error without making the statistics resulting from it worse 
than those that result from the like errors, when any of the 
formulas previously discussed are used, goes beyond the scope 
of this book. In Appendix A, the figures that result from all 
of them when the estimates are correct are given. The student 
who really wishes to see what these formulas will do when the 
estimates are in error is recommended to make a few arbitrary 
tests. Let him assume estimates for an asset of type C, for 
example, then successively suppose that 1 is unexpectedly pro- 
longed to equal 15 or shortened to 5, merely stretching out or 
telescoping the schedules of O and S. Then try introducing 
errors into O and S, such as might readily occur, and see how 
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large these errors would have to be before the average error 
(any average of error) by this method would be greater than 
that with like mistakes of estimate under the other rules 
discussed. 


a 


Service Unit Rule Further Modified—Interest Included 


Where, if ever, conditions are encountered that warrant 
further refinement in technique than those of the rule just dis- 
cussed, it is suggested that the rule be modified to allow for 
some rate of time preference. The doubt about whether or not 
“interest on the investment” should be considered, except when 
the investment implies a separate income to be separately capi- 
talized, does not arise from any question of its theoretical pro- 
priety. Where genuine cases of capital valuation present them- 
selves, that is, where there really 7s an ascertainable income 
series to be capitalized, the accountant’s valuations always, 
except for very brief periods, imply some rate of capitalization 
greater than zero. Otherwise a bond for $1,000 upon which the 
debtor is to pay a twenty-year annuity of $50 would be exhibited 
at $2,000. 

There is just as much theoretical propriety in valuing the 
services of a machine as though they were worth enough per 
unit to have a present worth equal to that of the whole sched- 
ule of anticipatory outlay costs necessary to obtain those serv- 
ices. It is perfectly possible arbitrarily to value the services of 
a machine at such a price per unit of service as would make the 
whole outlay for them yield some stipulated rate of net income. 
And it is no more arbitrary to do so than it is to assign any 
other money value to them—even outlay cost. Money values 
of services not themselves consisting of money incomes, are all , 
arbitrary. There is nothing rational about them as individual 
values. As between valuing a unit of technical service, not 
exchanged immediately for a separate money income, at the 
outlay made for it, or at the square or the mth root of it, or at 
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its cost improved at 7 rate per cent, there can be no possible 
choice except that of expediency and convenience. 


Limitations upon Charging Interest——In the muddy pool 
of controversy over the question of “interest on the invest- 
ment,” one finds all kinds of slippery arguments about what 
rate is to be employed. Most who discuss the question 
seem to think that, given a correct rate, there is little to object 
to except the arbitrariness of the rate chosen and of the valua- 
tions that result, and the clerical labor involved in the calcu- 
lating and recording. Some assert that it “inflates inventories.” 
And so it might if one is naive enough to mistake the cost of 
a thing directly to be sold, for evidence of its direct capital 
value at prices prevailing in a current selling market. 

But the present writer wishes to urge a somewhat different 
objection. If interest is to be charged at some agreed rate, into 
what quantity shall that rate be multiplied? Into book value 
of the assets? But look at these book values. Consider how 
they are themselves determined and consider how far they are 
likely, under any valuation rule yet discovered, to miss the 
ideally useful and convenient figure. To go through the book 
valuations found by the simple formulas in Appendix A, where 
exact prevision of events is supposed, and begin charging in- 
terest upon them, is as absurd as trying to correct for the 
earth’s rotation in a snowball fight. To attempt a 5% altera- 
tion of an amount which may be 50% in error in a direction 
unknown to us, is what the kindergarten teachers call “busy 
work.” 

The writer has never had the pleasure of examining a set 
of accounts, and never expects to have it, in which the internal 
statistical evidence did not create a strong presumption of an 
indeterminate error, asset by asset, much greater than any pro- 
posed rate could be counted on to correct even if we knew the 
direction of the error. Fancy charging interest on an invest- 
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ment represented by properties exchanged for some of our 
stock issues! A rate of interest can be usefully applied only 
to valuing something capable of capitalization, that is, future 
receipts and disbursements, or to a glorified second guessing 
long after most of the facts have passed into experience. What 
is there to capitalize but sales receipts of the future and future 
outlays on the one hand, or a long series of past outlays and 
receipts in an attempt to establish a trend, on the other? 


Excessive Claims for the Method.—lIt is legitimate busi- 
ness for the writer on the theory of valuation to consider many 
ideas that can seldom be employed in the world of affairs. The 
articles by Taylor and Hotelling, cited above, are easily among 
the best theory writing in this subject. But Taylor’s assump- 
tion that unit cost is to be made a minimum presents an interest- 
ing problem in algebra that cannot cease to be algebra and 
become accountancy. Enterprises such as we now know about 
are not free to make this cost a minimum. Hotelling doubts 
the applicability of making this unit cost a minimum, in any 
useful sense, except by doing something to the machine rather 
than to the books.* In this he is quite correct. But on the 
same page he raises the question of estimating outlays for 
taxes, insurance and the like, which depend on value and hence 
neither can be found without finding both. The integral equa- 
tion proposed for this will work only if the assessor and the 
insurer find their figures by a corresponding method. The real 
problem of forecasting these items involves knowing how the 
assessor and the insurance actuary are going to forecast the 
future. 

He further adopts, apparently without reservation, cost as 
the first value. His subsequent operations, therefore, never 
produce a valuation better than the original pricing. Through- 


“Article cited, p. 341. 
*Tbid., Dp. 343. 
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out the article it seems to be implied that a value can sometimes 
be found for the unit of service output that is not itself deter- 
mined by the cost of that unit.® 

But this is the very kernel of valuation of this class of as- 
sets. If this could be accomplished at all, we should be able 
to get true capital values of enterprises without resort to fore- 
casting sales. “If, however, he means, as he may, that this out- 
put unit value is to be derived from selling price of product, 
then there is no real need for piecemeal asset valuation. If we 
could find some really reliable future sales series the capital 
values of this series and of the future outlay series could re- 
place the whole balance sheet for many of its major uses. 


Conditions Under Which Method Is Appropriate.—In- 
stances may arise, however, in which future operating condi- 
tions can be forecast with sufficient reliability to warrant an 
attempt to improve on figures found by the set of formulas last 
proposed. There may be, for example, public utilities for 
which some rate of return on actual investment fixes the maxi- 
mum profit not subject to governmental recapture or reduction. 
And the rate base, once fixed arbitrarily or otherwise at some 
assessed valuation of all tangibles, may allow addition of sub- 
sequent outlays valued to yield 7 rate on the cost of services. 

It may also happen that a long period of operations is to 
be reviewed so that earlier estimates are subject to check in 
large measure by subsequent facts of experience. This case 
often arises when proposals are made to merge a number of 
concerns all of which have long operating histories.. Such con- 
ditions warrant a valuation itvestigation and an estimate of 
goodwill, whether positive or negative, much more searching 
than is necessary on ordinary year-endings. For, in such cases, 
a complete shift of interest of all parties is contemplated. 
Waiting for any past errors to eliminate themselves is useless. 

When conditions like the foregoing prevail, it may be pos- 


° But on pp. 343, 344 he indicates that only a shaky foundation can be 
laid for it. 
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sible and may be worth while to attempt more precise valuations 
than those given by the formulas last discussed. If it should 
seem worth while to do so, the following additional modifica- 
tion of the service unit formula may prove useful. 


Formula Modified to Charge Interest.—For the numera- 
tor of the ratio determining U set: 


Omen: On OV eee 
Ciara ine apa pee letras Pes a ia =Vor Ze 
and for the denominator set: 
SaaS S. S, t= 
Mae Tan ek egg = es 


For the numerator of the ratio determined by U set: 


O; OF On — Vn es 
Bar ae a eee ae ZC 


i=a 


Vat 


and for the denominator set: 


Sin Si ES tat 
yeh es ee 


The fundamental equation may then be written: 
t=n i=n 
Vor 2G Vet 20 
ee - ae rec =U 
pa Baw: 
t=o t=a 


Book value at the end of any period may be written: 


t=n t=n 
Vem USP=— 3 
t=a i=a 


From this by simple algebra may be derived: 
Va = [Va-r + Oa — USa 
and the amount of any year’s depreciation, D,, is 


Vaxi an Va = Ds — OS sa Vee SF Oa) 
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That is, when once U is determined, usually by the aid of any 
standard set of interest tables, no subsequent interest calcula- 
tions are required except the following: (1) The next preceding 
book value is multiplied by 7 in determining D,; and/or (2) 
the next preceding book value is multiplied by J in determin- 
ing its successor. But only one of these need be employed, 
since we have by definition, V ,.4—V,= Dz. 


Properties of the Formula.—The formula has a number 
of interesting properties. It should first be noted perhaps, that 
it can be employed in valuing any and all determinate real 
money incomes that consist of one or more discrete receipts, 
and/or one or more discrete outlays. The formula can be 
used, being defined, no matter whether the receipts and/or 
disbursements are uniform or consist of varying amounts. Or 
given the first or any other book value, the time-distribution of 
the outlays and receipts, and an arbitrary rate 7’, one can deter- 
mine by it the excess or deficiency of earnings over or under 7’. 
That is to say, any set of receipts and/or disbursements, in- 
cluding purchase price, can be valued to yield any rate what- 
soever. If be the rate implied in the purchase price but is not 
determined and a rate, 7’, (i’5£7) is employed in the formula, 
the resulting value of U will show U #1. 

U, as defined by the formula, is the price per unit of S that 
must be realized if 7 rate is to be earned on the investment, or 
the cost per unit of S if funds are worth 7 compounding 
annually. 

If any item O or S turns out to be numerically different 
from the anticipated value, D, and ’, will show the effect of 
the error of estimate. If there is a shift from any period to 
another period of any unit of O or of S the effect of the shift- 
ing is shown. 

These properties afford several useful checks upon the pre, 
cision of estimates. Suppose that on the cards of a machine 
register all of the primary estimates are entered when the ma- 
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chine is new. Suppose also that the schedules of D, and V, 
based wholly upon estimates are filled up at once. Then, as the 
machine is used from year to year, let the experienced values of 
O and S be substituted in the formulas for D, and V, and let 
the resulting depreciation and book value figures be entered in 
parallel columns beside the anticipated corresponding amounts. 
Discrepancies between the anticipated and the subsequent fig- 
ures immediately give notice of the book value effect of error. 

Excesses of book value over the estimates may result either 
from a slower rate of use than was expected, or from a higher 
rate of outlay charges or both. The reverse results can arise 
from opposite changes. Marked deviations of the resulting 
figures from those anticipated invite inspection of the machine, 
reappraisal of the prospective residual values of O and S, and 
redetermination of the operating policy with respect to the 
machine. Of course, the like schedules and comparisons can be 
made in the employment of the formula expressed without in- 
terest, but the deviations of anticipated from experienced re- 
sults have a less simple meaning since neither valuation series 
evaluates differences in waiting periods by a weight other than 
unity. Knowledge of the fact of deviations of experience from 
estimate is always suggestive of the importance of error, but 
unless the deviations are evaluated, it may be difficult to do 
anything useful in correcting the error or preventing its re- 
currence. 

A. still more valuable check on earning power may be af- 
forded. For if all assets are valued to yield some rate thought 
to be the minimum that would invite competitive capital into 
the industry in the competitive market area, then interest on 
the investment at that rate is in effect charged in the annual 
series US,, which become the annual operating charges. Neg- 
lecting for the moment deviations of D, and V, from the an- 
ticipated corresponding values, the balance of the operating 
revenue account will be zero if 7 rate has been earned exactly. 
The balance will be credit if more than 7 has been earned and 
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debit if less than 7 has been earned. Whatever balance there is, 
will show the earning in excess (or defect) of 7 on enterprise 
investment valued to yield 7. 

If, on the other hand, the service unit method that takes 
account of outlay and service, without discounting either, is 
employed, a different meaning is to be inferred from the oper- 
ating revenue ‘account balance. The balance, then, is an excess 
or deficiency of earning over zero rate on assets valued to yield 
zero rate. If this zero-rate-on-investment method is used and 
a credit balance equal to 8% on the book value of assets is 
found, this does not by any means indicate that the assets valued 
to yield 8% would have shown a zero balance in the operating 
account. Differences in the relative time-scheduling of receipts 
and disbursements and the operation of discounting combine 
to effect this apparent anomaly. If, therefore, we wish to test 
for an excess or deficiency of earning against some standard 
rate with any degree of simplicity, we must value the assets to 
yield that rate on their cost at the beginning of the period. 


Effect of Error in the Estimates.—But—and this is the 
important matter—we have been neglecting the discrepancy 
between the anticipated book valuations, those scheduled from 
the installation of the asset, and the subsequent revisions of 
these values obtained by inserting the experienced values S 
and O in the formulas for D, and Vy. Suppose the machine 
stands idle for the year. We neither use it nor spend money on 
it. The non-interest formula does not in any way affect the 
income account for the year. The values S, and O, are zero. 
But by the interest formula the value V, becomes IV «1 despite 
the fact that S, and O, are zero. The machine has increased in 
value at J rate. And the accounts will show an earning at 1 
rate with respect to it. This is, indeed, a matter for concern. 
Unless we revised our estimates, all we should have to do to 
earn 1 rate forever would be to abandon the plant. It must not 
be supposed that there is anything necessarily wrong with show- 
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ing a valuation at the end of an idle year higher than that at 
the beginning. The real state of facts may be that the true 
relative values stand thus. Confronted unexpectedly with an 
idle year, the beginning value of that year should be written 
down. Unless in the beginning of an idle year an asset is a 
total loss, it will, unless it disintegrates during the year, be 
worth more a year later merely because it is nearer to a period 
of useful employment. 

This bias in the interest form of the formula is one that 
seems not to have been anticipated by Hotelling and Taylor; 
for their formulas possess it also. Neither of them, in the 
articles cited, seems to have had in mind the interrelation be- 
tween the revenue account, the cost accounts, and the valua- 
tions. They seem to look upon revaluation as an end to be 
gained rather than as a means to determining trends of earning 
power of business opportunities. Had either of them com- 
pleted his tests, the bias would have been noted.” 

It is this bias and the very great difficulty and expense of 
avoiding the effects of it that impels the writer to qualify ap- 
proval of this formula, which, to descend to the personal, was 
for some years his special pet. The non-interest formula, on 
the other hand, may in some instances carry an error forward, 
but it never increases it by virtue of its own properties. Mis- 
judgments of m, when the service expected is ordered merely 
in relation to concomitant outlays and not with respect to 
calendar time-periods, do not affect its results at all except to 
the extent that a “telescoping’’ of services may increase or de- 
crease aggregate cost. To a very considerable degree, it is 
self-rectifying. Mere relative displacements of either S or O 
work themselves out of the valuations and, thereafter, do not 
affect the income account. But a displacement of either S or 
 * The writer has never been able to get anything but a figurative meaning 
out of the common expression “the force of interest.” There does seem, 
however, to be a real meaning for “the force of interest-figuring.” The 


blasting of many hopes, sustained by interest figuring only, is one of the 
accountant’s tasks. 


REVALUATION TECHNIQUE 305 


O or of both of them in any direction are never cleared from 
the interest-form valuations. The interest form is for experts 
of good character only. 


The “Unit Cost” Formula 


This method is said to be based upon the principle that the 
value of an asset should be such as to enable its user to produce 
all subsequent units of product at as low a cost as the average 
cost of production would be for the whole use-life of the asset.® 
But, as noted by Taylor, the formula does not produce that 
result. The wrong averages are taken, the wrong interest 
charge is made, and the wholly arbitrary and useless sinking 
fund principle is introduced. Even if the formula would do 
what its advocates claim for it, it seems incapable of formula- 
tion in an expression that avoids tedious calculations. 


The Equal Profit Ratios Formula 


This formula was devised by Professor J. C. L. Fish.® It 
is based on a proposition about “fair price.” Its author says: 
“A fair price for a second-hand structure is such as will cause 
the ratio of equivalent uniform yearly profit to investment to 
be the same for the seller as for the buyer.” 7° The formula is 
much too long to be reproduced here. This formula also em- 
ploys the sinking fund principle, but, for solution, requires 
independent, money-valued, service series. All primary data, 
therefore, are assumed to be real money outgoes and incomes. 
Really to accomplish the object of this formula requires only 
the parallel time-scheduling of the receipt and disbursement 
series for the assumed use-life or income-bearing-life, and 
solving for the effective rate. The familiar process of interest- 


® For the general formula, see Gillette, Cost Data, and ed., p. 36. Fora 
full, but uncritical, development of the formula see Fish, Engineering 
Economics, and ed., pp. 183-186. For a satisfactory critical comment by 
Taylor, see Vol. 18, Journal of the American Statistical Association, pp. 
1010-1012. 

® Engineering Economics, 2nd ed., pp. 186-191. 

1'[bid., D. 187. 
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table bracketing to find 7 will accomplish this. Having found 1, 
one has only to capitalize the residual series after a periods to 
find the price. 

One may raise the question, though, of why such a valua- 
tion should ever be wanted unless a contract on that basis has 
been entered into and has to be adjudicated. Willing buyers 
at a price to yield low returns are hard to find, and willing 
sellers of an enterprise to yield more to the buyer than the going 
investment rate are equally scarce. 


Summary of Chapters XIII and XIV 


From what has been said in the last two chapters, it must 
be indicated that the statistical task of finding an enterprise 
capital value that, in any reliable sense, reflects its most prob- 
able value to yield a going rate of return upon the investment, 
is an extremely difficult task. Not only is it impossible to do 
so directly, but as has been shown, the attempt even to discrimi- 
nate between that which has been paid, or is payable, for asset 
service already utilized, and that which has been paid for future 
services hoped for, is an extremely difficult task. 

No one has yet suggested any more workable scheme for 
valuing the goodwill, whether positive or negative, of an enter- 
prise than that of capitalizing excess or deficiency of earnings 
over some nominal rate. But no sound basis for such a valua- 
tion can be had without appropriate antecedent piecemeal 
valuation of the assets. For overvaluation of these implies 
high book figures for earning power, and low valuations imply 
the reverse. And, really to measure the excess or deficiency of 
earnings over some agreed rate, requires valuation of all assets 
for the successive periods under review at a price to yield that 

rate. This in turn involves adjustments between anticipations 
_ of service and outlay, and the realizations thereof. The formal 
niceties of the various interest-including formulas proposed re- 
quire a degree of skill in treatment that few possess in sufficient 
degree to attain precision. Valuation of assets employed as 
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technical agents only is the most difficult problem with which 
accountants have to deal if anything like the degree of relia- 
bility attaching to their other balance sheet items is to be 
attained. 

So far as the accounting profession is concerned it must 
be admitted that they have not given this subject the careful 
thought its importance warrants. On the other hand, it must 
be emphatically asserted that few concerns are willing to pay 
for good valuations. If accountants are themselves satisfied, 
due regard being had for what may reasonably be expected, 
with their successive balance sheet valuations and income state- 
ments, they might afford some additional help with little addi- 
tional expense. A comparative statement of asset book value 
and of net operating revenue covering five or ten years might 
be exhibited as a major exhibit of each audit. The rates of 
revenue to book value shown would at least disclose large and 
long continued deviations of rates from usual rates. 

Finally, a word should be said about the professional re- 
sponsibility for valuation. Many accountants assert that valua- 
tion of fixed tangible assets is a job for appraisal engineers. 
Others say that it is the job of the management themselves 
and that accountants have discharged their whole duty when 
they avoid certifying statements in which the assets have been 
negligently or fraudulently valued. 

The engineers are not too happy with the burden thrust 
upon them. They say, at least many of them do, that it is im- 
possible to make valuations unless the operating policy, par- 
ticularly that of maintenance, upkeep, and repairs, is fore- 
known. 

Business men are the ones who really act on valuations. 
Any one of them is willing to admit the difficulty of the task, 
and few of them are convinced that either the engineers or the 
accountants know very much about it. 

The writer is convinced that no professional training now 
conventionally advocated or offered in any recognized profes- 
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sional art is adequate to the job. Valuation is a problem that 
exists in the real world of affairs, whether it lies in any pro- 
fession’s field or not. Either it is the subject matter of a 
special art for which no one is yet adequately trained, or it 
really belongs to those who practice some recognized art but 
who have not prepared wholly to undertake the task. 

With respect to most artifact assets, the roots of the prob- 
lem lie in machine specifications and machine design, and in 
structural specifications and design. Power to resist wear and 
exposure and specification with respect to minimizing upkeep 
and repairs without unduly increasing first costs, are obviously 
of the most vital importance. 

Plant layout and equipment specification play no small part. 
The nice putting together of even the best tried standard ma- 
chines and fixtures in new combinations, cannot but influence 
the valuation results. 

Technical knowledge of how existing equipment can be 
used to best advantage in the ever-changing production require- 
ments and financial difficulties that confront the production 
manager clearly is involved. It is idle to speak of reducing 
unit cost of service to a minimum. Work has to be done when 
the chance for profit is offered. Equipment must be worked 
to death in a few days or weeks, if it is the “bottle-neck” in a 
rush schedule of production. 

A better knowledge of mathematics, particularly of proba- 
bility and of statistics, if the relations between costs, valua- 
tions, selling prices of products, and income trends are to be 
worked out in the light of experience, is required than that 
possessed by the professions working at valuations. And, 
finally, that indefinable but none the less real thing called busi- 
ness sense or judgment must be looked to for help. 

The valuation problem is a great and a difficult one worthy 
of the intellectual attention of the most able and best trained 
minds that can be interested in it. It is also one of the most 
important for the welfare of society that we have to face. 
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There can be no possible doubt that bad valuations result in a 
tremendous volume of waste energy. Nor can there be any 
doubt that our financial structure could be used to much greater 
social advantage as well as individual profit if better valuations 
were the rule. The problem is so important and the reasonably 
possible improvements in valuation practice are so great, in- 
deed, as to justify a hope that the very near future will see 


great advances made. Those advances, in fact, are in prog- 
ress now. 


CEPA Pel kay 
SUMMARY AND FORECAST 


Considered historically, the professions of economics and 
accountancy have independent origins. Within their early com- 
mon period neither calling took serious notice of the other’s 
literature; and neither foresaw, or indeed, could readily have 
foreseen, the possibilities for mutual helpfulness that all 
thoughtful students in the two fields now recognize. Not only 
are the professional origins different, but also, from the begin- 
ning the two groups have had important diverse interests. At 
no time can either’s field of learning be looked upon as includ- 
ing the other’s; nor is either calling an offshoot of the other. 
We can see now, to be sure, that from the beginning the pro- 
fessions were vitally interested in much subject matter in com- 
mon. But the still prevailing differences of point of view taken 
toward this common ground and the resulting differences in 
mode of procedure combine to make the work of each calling 
difficult of access to the other. 


Professional Differences between Accountancy 
and Economics 


All able statisticians appreciate the great difficulties of using 
data taken from a statistical summary of one study in the analy- 
sis of a problem significantly different from the one for which 
the original data were collected and classified. Unless the 
statistician is thoroughly familiar with the whole of the pro- 
cedure underlying the summary from which he excerpts, he 
runs a very great risk of deceiving himself as to the significance 
of the summary that can be carried over to the analysis of the 
problem in hand. He also runs the still greater risk of con- 
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veying a false or distorted conclusion to the mind of the un- 
wary or uncritical reader of his own reports. 

There can be no doubt that the vast accumulation of ac- 
countants’ reports available to the economist constitute, for 
him, a most important body of source data. Equally, there can 
be no doubt either that these data are really available to few 
economists or that many who have made large use of the data 
have done so undiscriminatingly and even naively. 


Accountants’ Reports Specialized——The accountants’ re- 
ports are end-products of a highly specialized and intricately 
developed statistical procedure. To be sure, there is a very 
considerable degree of approximation to uniformity in this 
procedure at any given time, but this uniformity is a changing 
uniformity. Any one who has attempted to obtain compara- 
tive statistics, ordered in time, even for one enterprise, must 
have realized this. Whether he is interested in elements or 
classes of income, of expense, of asset constitution, of funded 
debt, or of proprietary net estate, he will usually find evidence 
of reclassification at relatively frequent intervals. When stub 
descriptions within the statements are changed, the statistical 
inquirer resorting to the reports is chargeable with notice of a 
change in procedure. Mere change of descriptive caption raises 
the presumption of change in procedure, but is not conclusive 
-that a material change, or indeed, any change at all, has been 
made. 

1Many phrases like “deferred charges to operations” and “prepaid ex- 
penses” are used interchangeably by some accountants others employ only 
one of them, and still others, by their use of both in the same statement, 
imply that a distinction is to be made. Among those whose reports imply 
a distinction there is not the least semblance of uniformity in the basis of 
the distinction. There is to be found in modern procedure, however, a large 
number of accounts the balances of which imply that expenditures have heen 
made in the past for benefits which are still to be received in whole or in 
part which the accountant expects will be received and will be worth what 
was paid for them. These benefits may be of indefinitely great variety but 
they possess certain attributes in common: they are not capable of separate 
realization in money, so long as the enterprise continues, without a simulta- 


neous expense for like benefits or without incurrence of a risk; and they all 
report a disposition of funds or the incurrence of liabilities not specifically 
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Still more insidious are the changes in actual procedure to 
which the finished reports do not call attention by changes of 
stub description. All enterprises may simultaneously be con- 
fronted with like changes of material conditions.” 


The Réle of “Judgments.”—To a very considerable de- 
gree, too, the summary report data are, and must always be, 
affected by “judgments” that are not capable of statistical proof. 
Disagreements of judgment, even among those who are rightly 
regarded as experts, are notorious. 

Add to the foregoing the undoubted fact that every enter- 
prise is, in many respects, unique, and that the set of interested 
classes to whom the reports are to go varies from concern to 
concern and changes from year to year in the same enterprise. 
Since the primary duty of the accountant is to report informa- 
tion in the forms thought to be most useful to the persons who 
have legitimate interests in the enterprise affairs, the form and 
classification of reports must frequently be altered. There 
seems to be, in general, a greater degree of stability in the ele- 
mentary classes of data, the ledger accounts, than there is in 
the mode of summarizing these data. 


represented by either any tangible object acquired or by any distribution to 
persons having financial holdings in the concern. When the common attri- 
butes are those really significant for the economist, he can safely ignore 
changes of stub caption, or combine items that appear under the two heads. 
When the diversities are significant, he must either go back to the books 
of original entry, or break the continuity of his series. 

?Our somewhat arbitrary federal revenue acts present many cases in 
point. They permit, for example, a taxpayer corporation to deduct an 
allowance for depreciation from its gross income in determining net taxable 
income. But to have the benefit of this provision as a matter of right the 
corporation must: (1) claim the allowance in the year in which the depre- 
ciation occurs; and (2) record the depreciation upon their books of account. 
Such a measure imposes a duty upon directors to their shareholders to 
assert annually as large a depreciation as can at all reasonably be supposed 
to have occurred. They must err, if at all, on the side of undervaluation of 
assets, or else risk a tedious and expensive proceeding to convince an 
administrative officer of the state that a subsequently ascertained underesti- 
mate of some earlier year was an honest mistake of informed judgment and 
not a mere matter of negligence. The accountants, taking cognizance of the 
changed condition, continue to report “depreciation” by the same title, but 
the basis of the estimate may have changed from a “safe average” or a 
“most probable” allowance to one that is almost certainly not too small. 
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The Obstacle of Terminology.—Perhaps the greatest diffi- 
culty confronting the economist is that of terminology. Cer- 
tain it is that most of the blunders made in the use of account- 
ing data may well have had such an origin. Such terms as 
capital, capital stock, income, expense, assets, cost, value, etc., 
are notorious for their multiple meanings in economic litera- 
ture. There isan equally great diversity, though not equally 
notorious, in the meaning of these same terms in the texts and 
treatises in accounting. These text writers pay less attention 
than their economist brethren to formal definitions of their 
terms; and they are, perhaps, more often guilty of failure to 
observe their own definitions. In such a condition of terminol- 
ogy the possibilities of innocent error are boundless. On the 
other hand, the likelihood of avoiding errors in adaptation are 
very small indeed, unless the economist has, first of all, spent 
years in familiarizing himself with accounting procedure. 

The task of gaining such a first-hand knowledge of account- 
ing procedure as will enable an economist reliably to translate 
accounting generalizations into economic generalizations, is a 
difficult one indeed. In the present state of accounting litera- 
ture the task is so great that few economists can afford the 
requisite time for study. If one may judge by the frequency 
with which blunders are encountered or by the character of 
criticism of accountants that economists frequently make, one 
must conclude both that very few really have learned much 
about accounting procedure and that very few have any realiz- 
ing sense of how difficult it is to acquire a serviceable famili- 
arity with the subject. 

Those economists who wish to acquire such a knowledge of 
accounting procedure as will permit the use of accounting data 
with a maximum accuracy and reliability, must not hope to 
succeed merely by reading to remember and to believe. The 
text literature on accounting and auditing procedure abounds 
with assertions about the objects of elements of procedure and 
about the intentions of the accountant in performing particu- 
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lar operations. Among this plethora of assertions about inten- 
tion, there is an abundance of pure conjecture. The self- 
inconsistencies and the mutual inconsistencies of these 
assertions are legion. It is not intended to assert here that 
there is not also a very great deal of’ sound statement to be 
found. But the true cannot be reliably separated from the 
merely speculative except by the extremely difficult test of ref- 
erence to actual procedure. 

Moreover, neither the accountant in devising the elements 
of his procedure and in generalizing about them, nor the text 
writer in his attempts to shorten the learning time of the 
prospective accountant, have had the professional economist’s 
problem of using accounting data in mind. They have been 
addressing a quite different audience. The economist, there- 
fore, must largely ignore the statements of purpose and of in- 
tention that he reads and consider the statistical effects of the 
procedure he finds. Even if one knew as a matter of indis- 
putable fact just what the intentions of the accountants are, 
one could not safely rest upon that knowledge. In accountancy, 
just as in other arts, the things that it is hoped will result from 
a particular measure are not necessarily identical with the most 
probable results. The economist who wishes to employ ac- 
countants’ data must do his own generalizing. A little knowl- 
edge is a dangerous thing only when one is unaware of the 
littleness or when one mistakenly supposes he has knowledge. 


Theory of Income.—Looked at from the economist’s point 
of view, the chief preoccupations of the accountant are with 
income and its concomitant outgo and with methods and tech- 
niques of measuring and valuing income and outgo. They are 
concerned with money-valued income and money-valued outgo 
in their most general sense, that of a series of events each of 
which gives rise to an element of service and an element of 
disservice. With relatively few and unimportant exceptions 
they restrict their attention to the events of enterprise, chiefly 
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gainful enterprise. Their methods and techniques readily lend 
themselves to the treatment of individual money-valued in- 
come. With considerably more alteration, they might be 
applied to the problems of social income. But the practice of 
accountants lies outside the domain of domestic establishments 
and outside the field of social economy. 

In a régime’in which the institution of private property and 
private enterprise and the money and credit economy prevail, 
a money-valued accounting only may be expected. Values not | 
conveniently and reliably convertible into money equivalents 
are excluded from modern accounting. Accountants, no doubt, 
will admit that important standards and values other than 
money values, even a multitude of them, manifest themselves 
in enterprise as well as in modes of living. Services and dis- 
services to be weighed and measured by standards other than 
money may be of great importance both to individuals and to 
society, but these incomes and outgoes cannot be brought 
within the same statistical accounting as that employed for 
money-valued events. At the very outset, then, it appears that 
the scope within which the phenomena of income concern the 
accountant excludes much with which the economist undertakes 
to deal. 

The economist, on the other hand, seldom has occasion to 
consider the money-getting and spending activities of particu- 
lar persons or the like activities in particular enterprises. Only 
when these activities of individuals may be regarded as sam- 
ples representing a class or a population is the economist in- 
terested. He has a like indifference to the doings of an enter- 
prise except as a representative of an industry, or of enterprise 
in general, or, as in the case of a few establishments, when the 
concern operates on so great a scale as to give rise to problems 
of public interest. 

A proper understanding of the possibilities for mutual as- 
sistance of the professions cannot, therefore, be had without 
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realizing that within this common subject matter of income 
each profession relegates to incidental consideration or ex- 
cludes altogether much that the other calling looks upon as mat- 
ter of prime importance. ‘ 


Theory of Production.—Arising from the difference of 
interest of the two professions in income, there are differences 
of interest in sources of income. Whether the economist di- 
vides his ‘“‘factors of production” into “land, labor, and capi- 
tal,” or, as some do, into “land, labor, capital, and organiza- 
tion,” or considers them all under the head of “capital,” he is 
chiefly concerned with the whole of the services that these 
agents can be expected to render to society in general. The 
accountant, on the other hand, has to consider only the services 
of these agents that are available in the operations of a particu- 
lar enterprise. He weighs the significance of even these, not by 
their importance to society, but by the extent to which their 
money value can be appropriated by the proprietor of the en- 
terprise. The economist is concerned with these agents both 
as servants to society and as the means of acquiring a liveli- 
hood for their owners. The accountant, on the other hand, 
considers them only as agents of acquisition within the enter- 
prise for the beneficial interest of the proprietor. The capacity 
to render technological services, which is determined by the 
properties inherent in the agent, does not interest the accountant 
professionally. He is interested only in the appropriable 
benefits of service. 

The two professions have diverse regard, too, for certain 
disservices or potential disservices of operating agents. The 
economist does not disregard the deleterious effects upon a 
population of a smoke pall from factory chimneys, nor the 
nuisances of stockyard smells and of traffic obstruction. Since 
the burden of such disservices falls only to a very small degree 
upon proprietors, as such, the accountant, quite properly, is not 
professionally interested either in these disservices or in the 
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properties of the agents that give rise to these undesirable ele- 
ments of industrial events. . 


Theory of Value and of Valuation.—The economist can 
be said quite properly to be interested in the value of items of 
wealth in the most general sense of that term. The value of 
items of wealth, as the economist views them, can be said to 
depend upon their capacities to render services and the con- 
comitant, inevitable disservices, though only to a limited extent 
can such a value be numerically determined from the service- 
disservice series. But the value of tangible objects, in the 
economist’s sense of the concept, is not a matter of concern to 
accountants in all cases. Indeed, it is only by an accidental 
coincidence that his valuation of tangible things is identical in 
scope with that of the economist in any instance. The account- 
ant values only residual service series that are available to, and 
appropriable by, the proprietor in the operation of the enter- 
prise in which the object is used. Accountants do not profess 
that these valuations are all capital valuations in the economist’s 
sense of the term. True capital valuations are, in many impor- 
tant instances, difficult to obtain with reliability ; in many other 
important instances, e.g., in the case of fixed tangible assets not 
held for separate sale or rental, the object, from the account- 
ant’s point of view, cannot have a capital value. For there is 
no rational way of finding the requisite money valuations of 
the estimated series of future technological services. The ac- 
countant’s valuations of the future services of this class of 
objects is of an order very different from any for which the 
economist has professional regard. 

Neither the valuation of the income and expense in a par- 
ticular period, nor the valuation of future available services is, 
in the first instance, the business of the professional account- 
ant. It is the affair, rather, of the proprietor acting through 
the managers of the enterprise. The accountant comes in as 
an expert, disinterested, responsible principal to express a judg- 
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ment of the validity and reliability of the manager’s valuations. 
The valuation figures to which the accountant certifies are, 
therefore, no sure index to what accountants, as a group of 
skilled men, might find if they were determining valuations in 
the first instance. Their certificates say, in effect, that the 
valuations set forth conform to the honest judgment of in- 
formed and skilled business men acting in their own interests. 


Theory of Distribution.—With the whole subject of dis- 
tribution, in the classical economist’s sense of the term, the 
accountant has no professional concern. He does not inquire 
why wages of one trade are higher or lower than those of an- 
other, nor what it is, in general, that determines wage rates. 
The rent of land, the earnings of invested funds, the profits of 
the entrepreneur, just as the wages of employees, concern him 
only to the extent to which he finds existing contracts involy- 
ing them. He attempts to show the effects thus far of the 
contracts that have been entered into and to exhibit the present 
state of affairs with respect to those contracts in force.® 

Thus in all the fields, production, exchange, distribution 


®Tt should be noted, however, that in some cases the accountant has 
regard for matters that look, at least superficially, like the economist’s dis- 
tributive shares. Thus if the businesses of a co-partnership and of a cor- 
poration are to be consolidated under the control of a new corporation, no 
skilled accountant, called upon for advice, would ignore the characteristic 
differences in mode of dividing enterprise gains. In partnerships generally 
the proprietors are active in management and in operations. Their shares 
in the fruits of the enterprise are usually expressed in ratios to total net 
gains. And even when the partners, by agreement, are paid fixed “salaries” 
plus some ratio participation in the excesses of profits over salaries, these 
“Salaries,” as between the firm and those who do business with the firm, do 
not give rise to firm debts; they are but modes of inter-partner participation 
in enterprise gains. If the goodwill of both the firm and the corporation 
are to be separately valued upon consolidation, the accountant, whether 
nominal “salaries” are paid or not, will advise placing some, valuation upon 
the services rendered by the partners and the deduction of the amounts of 
these salaries from the net firm income in order that comparable rates of 
earning on the investment in the firm business and in the corporation’s busi- 
ness can be found. 

But even in these cases the accountant merely recognizes the existence 
of the distributive shares. He professes no theory of his own about how 
the several services of the partners and of the invested capital should be 
valued. The amounts to be agreed upon are matters for the bargainers to 
determine for themselves. 
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and consumption, into which most economists habitually divide 
their subject, the viewpoint of the accountant is seen to be ma- 
terially different from that of the economist. The accountants 
as a profession have hardly entered the field of consumption at 
all—though their methods and techniques are as ‘applicable to 
domestic establishments as they are to gainful enterprise. Into 
distribution théy do not go at all. They have regard for only 
the acquisitive concomitants of production. Their valuations 
are but judgments upon the valuations of business men. 


Statistical Theory.—Many economists are grieved to find 
that the balance sheet valuations of accountants are of mongrel 
origin (from the economist’s point of view). They find that 
cash has been counted (a present valuation); that accounts, 
bills, and notes receivable have been valued at the number of 
dollars expected to come in (a future valuation) ; that interim 
receivable interest accruals are valued separately from the prin- 
cipals to which they attach (an earning) ; that inventories are 
valued at cost or market (a purely arbitrary index) ; that items 
like organization expense, purchased goodwill, etc., having no 
attributes in common with the assets grouped with them are 
included (valuation account balances); that fixed assets are 
valued at an approximation to the cost of the future services 
expected to become available provided that cost does not exceed 
the cost of available substitute services (a division of costs into 
past and future charges). They find, moreover, that these 
diverse valuations of diverse things are added to find an asset 
total that, dollar for dollar, cannot possibly have a common 
significance. 

In the other branch of the balance sheet they find a group of 
current liabilities valued at the amount to become payable (a 
future valuation) ; that fixed liabilities are valued to yield the 
effective rate implicit in their net issue price (a present valua- 
tion) ; and that a more or less arbitrary distribution of the 
difference between asset and liability totals is made among 
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capital stock and elements of surplus or deficit (the total thus 
divided being merely the resultant of the diverse measures of 
assets and of liabilities). They find that this net proprietary 
interest figure bears no stable relation to the true capital value 
(if the latter could be found) of the enterprise as a whole. 

No less are they distressed by the figures they find in the 
income statement for a specified period. They find a mixture 
of realized income positive and negative, of many negative 
earnings, of some positive earnings; and of a figure like that 
resulting from the difference between (1) the sum of purchase 
costs and beginning inventory valued at cost or market, and 
(2) the closing inventory valued at cost or market—a differ- 
ence figure that is neither a realized (negative) income nor a 
(negative) earning. | 

The statistical state of affairs complained of does exist. No 
competent student of the joint field of economics and account- 
ing can doubt that the measurements in accountants’ reports 
are of diverse statistical orders. But that is a very different 
matter from charging professional accountants with responsi- 
bility for statistical absurdities. To such a charge the account- 
ants could make the perfect rejoinder, “Show us a better way 
of doing this work that is both practicable and that clients 
would pay to have done.” 

It is possible, but not very useful, to prepare all income 
statistics of the past on the basis of realized income and cost 
valuations. This would be a cash receipts and disbursements 
accounting only. No accruals or earnings, positive or negative, 
would be included. That is to say, no depreciation and no 
appreciation could find a place, no costs of assets like manu- 
factured inventories other than the cost of materials embodied 
in the goods and of direct labor services, could be shown.* 

“Many instances, indeed, will occur to the professional student of cost 
accounts in which not even these elements of cost can be apportioned among 
the several varieties of goods and lots of the several kinds. Consider the 
case of a manufacturing concern that has advance orders in sufficient volume 


to require overtime operation. Suppose that wage agreements provide for 
“time and a half” for overtime hours. To what goods shall the wage pre- 
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Such an accounting can show very little that is significant with 
respect either to a present financial and operating position or to 
performance during a period that is closed. 

Statistics of realized income that are confined to past series 
are of little significance unless they can be coupled with like 
series projected into the future. To suggest the difficulties of 
doing this, it 18 only necessary to raise a few questions. By 
what means shall one estimate the character of goods to be 
offered for sale in the distant future? How shall one estimate 
the unit selling prices? What will be the sales volume period 
by period? What market areas will be exploited? 

The non-availability of the future series of data, except for 
certain fragmentary items attaching to the near future, not only 
prevents the systematic development of realized income statis- 
tics to the point of large usefulness but prevents also a full 
development of capital valuation. For without reliable esti- 
mates of all future series to be discounted, reliable present 
valuations are impossible. Without reliable capital valuations 
in the form of present worths, it is impossible to prepare statis- 
tics of earnings; for statistics of the latter sort are derived 
jointly from past realized income, past worths, and present 
worths. 

Some compromises, some admixture of realized income and 
cost (of the past), of present worths (when reliably determin- 
able), of future worths (when conversion to present worths is 
not significant or will not pay), of earnings (when the requisite 
present worths can be had), and of indexes of value (past, pres- 
ent, and future), must be resorted to if the accountant is to 
provide as much useful information as the conditions of his 
mium be charged, the goods actually worked on during overtime hours, all 
the goods in process during the calendar period within which overtime opera- 
tions prevail, these latter goods and some of those in process before overtime 
operations begin? The decision in any case must be an arbitrary one, and 
the statistics contingent upon that decision will be of an order different from 
those which go no farther than te show the number of dollars paid to work- 
men. This latter is a statement of fact. It is a true (negative) realized 


income. But the partly offsetting positive element, the cost valuation of the 
goods on hand, would be but an index of realized income. 
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engagements will permit. There is no reason to suppose that 
those to whom the accountant is immediately and chiefly re- 
sponsible will ever be best served by accounting statistics of a 
single order. The prevailing form of compromise may change, 
but compromise is both inevitable and indispensable in the real 
world of affairs in which the accountant works. Betterments 
are possible; and it is not presumptuous for the economist to 
propose them; but the critic who limits his complaint to the 
mere diversity of order of statistics will waste his words. 


Economists Must Make Their Own “Translations.”— 
The foregoing sketch of the difficulties to be encountered by 
the economist in employing data drawn from accountants’ re- 
ports is not intended to discourage resort to accounting data. 
Quite the contrary is true. The economists of the past have 
relied too much upon hypothesis and conjecture about human 
behavior in enterprise relationships. If they are to test the 
adequacy of their hypotheses about human nature for support- 
ing not merely the validity but the truth of their conclusions 
about human conduct, some resort to the records of behavior 
must be made. Progressive refinements of speculation about 
the nature of an imaginary race of beings and about the con- 
duct of members of that race in imaginary market situations is, 
for some, a fascinating exercise, but it is not science. The time 
seems to be coming when it will no longer be economics. 

To the extent that the economist deals with the behavior 
of men in enterprise relations, with the effect of forms of or- 
ganization upon public interest, with the merits of problems 
of controlling enterprise activity, large resort must be made to 
accounting data. There are little or no other data available. 
Certainly there is no other comparable body of data prepared 
by skilled, disinterested principals who charge themselves both 
with responsibility to those whom they serve in the first instance 
and to the public. The nearest rival of this body of data is, 
perhaps, to be found in the reports of our courts of record. 
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But these deal only with elements of conduct that have led to 
dispute between men or that have caused men to fall foul of 
the criminal laws. Upon the enormously greater body of con- 
duct that goes on peaceably, the law and equity records throw 
little light. 

Even those great collections of data, the census reports, are 
founded to a véry great extent upon accounting statistics. These 
can be no better than their foundation. Indeed, the accounting 
foundation of public statistics is much less reliable, and must 
remain less reliable, than the kind of data with which this book 
is concerned. For herein little or nothing is said of the prod- 
uct of the private accountant who is a mere employee of the 
proprietor of the enterprise he works for. Without wishing 
to deny the excellence of the work of many private account- 
ants, it can be pointed out that there is among them no an- 
nounced and jealously guarded and enforced body of profes- 
sional ethics. They are not a self-disciplining profession. To 
public statistical collections like the census, based upon ac- 
countants’ findings, the private accountants have contributed 
more in the first instance than the public accountants have. 

The influence of accountants’ findings upon statistical data 
that may seem to be of other origin is incalculably great. One 
needs to read but little in any of the great financial journals 
and trade organs to see this. Even the advertising matter in 
these journals and the circulars and press releases of commer- 
cial bankers, investment bankers, and stock and bond brokers, 
show the great extent to which accounting data influence other 
statistical series. 

There is little reason to suppose that any great body of 
statistical data about the conduct of enterprise affairs that is 
independent of the work of the accountant will become avail- 
able in the near future. Much as the economist might like to 
have statistical information collected and compiled with special 
regard for his professional use, there is little prospect of his 
being able to induce either private persons or the state to under- 
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take either the duty or the expense. If economists are to carry 
forward their professional investigations upon their present 
broad basis and with their present point of view, they must 
choose among a too great reliance upon intuition, an unin- 
formed use of accounting data, and the serious and arduous 
study of accounting procedure that will enable them to resort 
to the best available statistical material on enterprise relations. 


Prospective Betterments of Accounting Data 


There are abundant grounds for hope that the existing bar- 
riers to mutual helpfulness may be materially diminished. In 
many institutions in which professional economists are being 
trained, not only is a familiarity with the elementary structure 
of modern accounts required of candidates for higher degrees 
but special courses of instruction are offered that have for their 
constituencies not prospective accountants and business men, 
but prospective economists who wish to achieve competence in 
the joint fields. An increasing proportion of those who offer 
instruction in accounting in the universities are men who have 
studied economics beyond the scope usual to ordinary under- 
graduate instruction. In courses of study prepared for the 
training of professional accountants, a larger and larger con- 
tent of general economics is becoming customary. Not merely 
do the two fields of endeavor impinge upon one another, they 
have begun to coalesce. 

There is a broad ground for supposition that the data sup- 
plied by the accountants in the future will not only be more 
useful to those served in the first instance, but also that it will 
be more useful to the economist. The apparently increasing 
stability of enterprise operations, the often asserted improve- 
ment in business ethics, the rising public interest in accounts, 
the giving of larger scope by business men to the investigations 
made by accountants, improvement in the technique of account- 
ing, the fuller and broader training now afforded those entering 
professional accounting practice, the attention to instruction 


we 
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in accountancy given by schools that train economists and, 
perhaps most important of all, the change of mind on the part 
of economists as to just what constitutes modern economics, 
all seem to give grounds for a hope that is more than a wish. 

A brief review only of the items in the forecast of the pre- 
vious paragraph is undertaken here. Prophetic vision is not at- 
tempted. Recerit apparent trends only are considered. To the 
extent that these may prove to be true trends we may look 
for help. 


The Apparently Increasing Stability of Enterprise Op- 
erations.—Inspection of balance sheets over a term of years 
confirms the frequently noted observation in trade journals 
that inventories are becoming a smaller proportion of total as- 
sets and of current assets. The ratio of inventories to pur- 
chases is declining. Many trades report that a larger and 
larger proportion of raw materials and of manufactured goods 
is being ordered for future delivery. So-called productive 
loans by commercial banks to enterprises, though increasing 
in aggregate, seem to be subject to less violent fluctuation from 
year to year and from season to season. All these things seem 
consistent with the belief that the industrial establishment of 
the country is becoming more closely geared to consumption 
requirements. 

Many have expressed apprehension at the phenomenal rise 
of instalment selling—particularly of consumption goods. 
Possibly the institution is loaded with an unstable high ex- 
plosive ; it is equally possible that its rise is ground for inferring 
a general stabilizing of realized income. For instalment sell- 
ing is no new thing. It seems now to be succeeding, whereas 
earlier attempts to expand its scope were met either by reluc- 
tance to invest funds in instalment paper, or by disaster to 
those who did invest. 

If it is true that business is becoming more stable, one of 
the chief bugbears of the accountant, the idle or inadequately 
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employed establishment, will become less troublesome. The 
best thinkable methods of accounting produce unreliable re- 
sults if the enterprise operates spasmodically. Relatively crude 
methods, however, may bring forth fairly reliable figures for 
income if the volume of business is stable. 


Good Faith in Business Affairs—Our modern organiza- 
tion of business presents for our consideration the economist’s 
view that men tend to act in their own self-interest and the 
legalistic view that the utmost good faith can be required and 
expected of those who act in a representative capacity. How 
far from being wholly consistent these views are is indetermi- 
nate. Our court records and the reports of investigations made 
by administrative officers prove the existence of much bad 
faith and abuse of power by those who hold fiduciary positions 
or control corporate voting. There is good ground for infer- 
ring from financial and other presses that the great mass of 
offenses go unreproved by the state. 

There is nevertheless a prevailing opinion among many who 
are looked to as leaders, and who ought to know, that business 
ethics are changing for the public good. There is a good deal 
of evidence to support the view. Witness, for example, the 
codes of practice drawn up by trade representatives for their 
own government which the Federal Trade Commission is asked 
to approve and to enforce. 

It cannot be undertaken here to say whether or not the pub- 
lic accountants have always been as skeptical as they ought to 
have been of the good faith and judgment implied in sale valu- 
ations in which there is not a clear separation of interests be- 
tween buyers and sellers. But the degree of self-government 
now reposed in the profession, and the zeal with which the 
governing boards press the matter of ethical conduct upon the 
notice of practitioners, and their zeal in exposing fraudulent 
practice and in bringing about the forfeiture of the licenses of 
those who do not conform to expressed codes, is a hopeful sign. 
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Such an assertion and expression of professional dignity 
brought to bear upon the too optimistic views of interested 
persons and upon the motives often underlying the too “con- 
servative’”’ valuations of concerns earning large profits, can 
have only a beneficial effect upon the reliability of account- 
ants’ reports. 


The Rising Interest in Public Accounting.—There can be 
no doubt of the too great apathy of the financially interested 
public in the past in procuring disinterested expert reviews of 
corporate affairs. There can be no doubt, however, that bank- 
ers, in the interest of their depositors and shareholders, that 
investment houses, in the interest of their customers, and that 
governing boards of the stock exchanges, in the interest of their 
members and their members’ clients, have in recent years done 
much to press the protective services of public accountants upon 
corporate business. The comment excited both in the popular 
press and in financial and trade journals by Professor Ripley’s 
“Stop, Look, Listen,” article,” in which among other measures, 
he urged an annual accounting by public accountants acting in 
the interests of shareholders other than directors and officers, 
could hardly have followed the publication of such an article 
fifteen years ago. Pressure for better service by those entitled 
to receive it can be counted on both to extend and to better the 
service. 


The Scope of Accountants’ Investigations.——While the 
great bulk of the work done by public accountants still consists 
of “balance sheet audits” and of “detailed audits” covering the 
activities of a fiscal year, many more important and far-reach- 
ing investigations have been required of them in recent years. 
“Financial and industrial surveys’ are often asked for. In 
these, something more than the history of the concern under 
examination is brought in. The prospect for the industry as 
a whole, the form and magnitude of the enterprise most likely 


5 Atlantic Monthly, September, 1926. 
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to succeed in the industry, the appropriate capital “set-up,” the 
most advantageous mode of market development, and so on, 
are considered. Such tasks give scope for the best service of 
broadly trained, experienced professional men, men whose 
competence and vision go far beyond ‘that requisite for the 
conventional procedures of account keeping. 


Improved Technique of Accounting.—No one with a 
wide acquaintance among accountants and with accounting pro- 
cedure can doubt that the public accountants are competent to 
render a fuller and a technically better and more valuable serv- 
ice than their clients, in general, are willing to pay for. Neither 
can there be a doubt that the service clients now wish is a fuller 
and better one, in general, than that formerly thought suffi- 
cient. There are, however, recent signs of changes in tech- 
nique for the better that can hardly be thought to have been 
delayed so long by want of a clientele ready to accept them. 
There has been much avoidable substituting of indirect for 
direct valuation, and of mere arbitrary and customary indexes 
for significant primary measures. Particularly are these 
changes to be noted in the subject of inventory valuation. 
They mark not merely advances in the acceptance of further 
service, but also advances made by accountants in their own 
thought. In a calling that has been of professional grade for so 
brief a time, there is every reason to suppose that the prac- 
titioners have still much to learn about their own art. It is still 
too early to give the name of “principles” to more than a few 
elements of accountancy. It is misleading, to say the least, to 
attach that name to statistical procedures that, on their face, are 
compromise measures. “Working rules” more aptly describe 
the great bulk of procedure. 


The Training of Public Accountants.—In American prac- 
tice the period within which any great proportion of prospec- 
tive public accountants will receive their sole professional train- 
ing in the offices of practitioners promises to be a brief one. 
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Not only are office staffs now largely recruited from college or 
university graduates, but many of these have received a very 
considerable technical training in school. The shift of the train- 
ing to the universities is coming about much earlier in the pro- 
fession’s history, for example, than did the corresponding shift 
in law. 

But the universities are new in the field. The present stage 
of university training for accountancy, though obviously fuller 
and better than that achieved by them a few years ago, is still 
far from satisfactory. To judge by published curricula, rela- 
tively too much emphasis is given to routine accounting pro- 
cedure and too little to the substantive problems with which 
the student will have to deal as a principal when he is ten years 
out of school. Too little attention seems to be given also to 
training in those fundamental subjects that, in the academic 
world at least, are often supposed to lie quite outside the sub- 
ject of accountancy. 

Professional curricula that include as required work enough 
mathematics to enable the student to read critically the best of 
modern statistical publications are seldom found. Very few 
appreciate the fact that the subject matter with which the ac- 
countant deals bristles with unsolved, and largely undiscerned, 
problems that require for their solution a better foundation in 
mathematics than any but few accountants possess. 

Some attention is given to “business law” or “commercial 
” But the amount of work that is apparently thought to 
be sufficient is but a mere smattering beside that which is neces- 
sary to a real competence. In such branches of law as bills and 
notes, bankruptcy, partnerships, and private corporations, the 
professional public accountant has more need for a compre- 
hensive grasp of both principles and case rules than has the ‘gen- 
eral run of lawyers. To judge both by the writings and by the 
procedure of accountants, one must conclude that a fuller 
knowledge of law would often lead to material betterments in 


law. 
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their classifications and valuations, and would also cause them 
to be more cautious about unqualified certification. 

An adequate training for the accountant requires as diffi- 
cult and as long study as does the training for law or medicine. 
Those who have devised courses of study seem to have had 
regard chiefly for the conventional procedures that constitute 
the bulk of work that accountants undertake. They seem to 
have paid too little attention to problems in the accountant’s 
field that the leading practitioners of twenty’ years hence may 
be called upon to deal with if they prove to be competent to 
do so. 

Nevertheless the beginnings of professional instruction that 
have been made compare favorably with the corresponding be- 
ginnings of collegiate instruction in the older professions. It 
is not unreasonable to hope that the men sent to the offices 
from the schools in the future will be more adequately pre- 
pared to take leadership when their years of experience qualify 
them for it. 


The Economist’s Study of Accountancy 


The increasing usefulness of accounting data to economists 
will not all be due to betterments in enterprise and in accounting 
practice. Even greater possibilities exist that only the econ- 
omists themselves can convert to actualities. The notion, still 
too commonly held, that an elementary course, corresponding 
in content to most university first year courses in accounting, 
will confer upon the young economist a competence to use ac- 
counting data in his economic studies, must be abandoned: A 
sufficiently intimate knowledge is not so easily to be obtained. 
Once economists see accurately the complete .scope of ac- 
countancy, once they see the intricate and intimate mingling of 
accountancy and economics—both with respect to diversities of 
interest and point of view and with regard to common views 
about common subject matter—their ideas of an adequate 
preparation will change. They will see that an “introduction 
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to accounting” confers no more competence in that subject than 
does an “introduction to economics” in their own field. 

It is recognized, of course, that the difficulties of the task, 
in the present state of the literatures, are too great to be over- 
come successfully by more than a few economists. The re- 
quisite time for study can be ill afforded. Until those who have 
a competence in the two fields address themselves to the task 
of the interpreter, accountancy must remain a closed book, or 
a book in an unfamiliar language, to the greater number of 
economists. This book attempts a formal beginning only of 
that task of interpretation. The present writer has no reason 
to suppose that others will not better his work. But this book 
limits itself to the consideration of the larger and more general 
topics that require translation to the language of economics. 
Until much that is discussed here in general statement only is 
supported by published specialized de facto studies that sub- 
stantiate and illustrate the differences in the general theory of 
the two professions, the young economist will have difficulty 
in making use of the theoretical work attempted herein. To 
descend to the personal, the writer makes no apology for this 
first attempt; and it is from no spurious modesty that its in- 
completeness is declared ; for, to give one illustration only, there 
is hardly more than bare reference in this book to the problems 
of cost analysis. The task of describing and generalizing the 
procedures of the cost accountant from the point of view of the 
economist, and of showing the effect of specific procedures on 
the statistics of the public accountant’s reports, is at least as 
great as the task attempted here. 

Whether or not the better accounting statistics of the fu- 
ture that seem to be promised are really to become accessible is 
for economists to determine. It is their task, not the account- 
ant’s, to make the translation, just as it is the task of the 
accountants to interpret for their own professional use whatever 
of value for them may be found in the literature of economics. 
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The Shift of Method in Economics.—In one of the most 


challenging of his many excellent professional papers Professor 
Wesley C. Mitchell says :* 


Eighteen years have passed since Dr. Alfred Marshall, addressing 
the Royal Economic Society, said that “qualitative analysis has done 
the greater part of its work” in economic science, and that the “higher 
and more difficult task” of quantitative analysis “must wait upon the 
slow growth of thorough realistic statistics.” 

... I shall say little of qualitative analysis beyond the obvious 
remark that it cannot be dispensed with, if for no other reason, because 
quantitative work itself involves distinctions of kind, and distinctions 
of kind start with distinctions of quality. 

. . . The economist of today has at his disposal a wider array of 
“thorough realistic statistics” than had the economist of yesterday, a 
more powerful technique, and more opportunities to get assistance. ... 
But the crucial question remains: What use can we make of these data, 
this refined technique and these research assistants in solving the fun- 
damental problems of economic science? Are not these the problems 
qualitative analysis has posed? When a theorist puts any one of his 
problems to a statistician does the answer he gets ever quite meet his 
questions? And when a statistician attempts to test an economic 
theory, is his test ever conclusive? ... 

One view is that, despite all the gains it has made, quantitative 
analysis shows no more promise of providing a statistical complement 
of pure theory than it showed when Dr. Marshall pronounced his dicta. 
I think this view is correct, if the pure theory we have in mind is 
theory of the type cultivated by Jevons, or by Dr. Marshall himself. 
Indeed, I incline to go further and say there is slight prospect that 
quantitative analysis will ever be able to solve the problems which 
qualitative analysis has framed, in their present form. What we must 
expect is a recasting of the old problems into new forms amenable to 
statistical attack. In the course of this reformulation of its problems, 
economic theory will change not merely its complexion but also its 
content. 


After enumerating a number of problems under statistical 
investigation he continues : 


® “Quantitative Analysis in Economic Theory,” The American Economic 
Review, Vol. XV, p. 1. This paper was Mitchell’s presidential address at 
the Thirty-seventh Annual Meeting of the American Economic Association, 
held in Chicago, December 29, 1924. 
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With all these fascinating problems and numberless others before 
them in shape for attack, it seems unlikely that the quantitative workers 
will retain a keen interest in imaginary individuals coming to imagin- 
ary markets with ready-made scales of bid and offer prices. Their 
theories will probably be theories about the relationships among the 
variables which measure objective processes. There is little likelihood 
that the old explanations will be refuted by these investigators, but 
much likelihood that they will be disregarded. 


With the forecast of Professor Mitchell just quoted and, 
indeed, with most of the views expressed in the paper quoted 
from, the present writer is in substantial accord. In fact, the 
four years that have passed since Mitchell’s paper was read 
have seen the appearance of more of the kind of work forecast 
than any previous period of twice the length. 

Doubt is felt, though, that the quantitative studies so far 
undertaken, considered as a group, constitute the best group 
with which to found a new economics. Doubt is felt, too, that 
the departure from qualitative theory, at least for the transition 
stage, need or ought to be so great as that which Mitchell im- 
plies. Classical theory, neo-classical theory and the work of 
the eclectics is, however, headed for the scrap heap. These can 
no longer offer adequate employment for more than a few 
whose efforts are devoted to their betterment. But there is a 
quite different and well developed body of theory represented 
best by Irving Fisher’s “The Nature of Capital and Income,” 
and ‘“‘The Rate of Interest,” that, with a minimum of reformu- 
lation, cannot only serve to bridge the gap between the old and 
the new economics but also be made amenable to statistical 
treatment. 

It might be a serious loss, indeed, if we were to cling to 
an unpromising, though fascinating, brand of theory that could 
never become clothed in a statistical dress while the statistical 
inquirers broke away from an ordered, systematic plan, and 
developed a multitude of more or less independent specialties. 
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For there is a great, unified problem of economics correspond- 
ing in scope to that which the older economists have had in 
mind. And this problem, if systematically attacked by any 
method whatever, is likely to yield more useful results than 
can be had by working at isolated elements of it only by a 
corresponding method. If the separate specialties do not have 
dominant regard for some common fundamental concept, there 
is little likelihood that a general science can ever be made 
from an aggregate or assembly of the specialties. 

Nothing done or proposed by any statistical worker, or for 
that part, by any purely qualitative worker, shows possibilities 
of becoming a simpler or more fundamental concept in eco- 
nomic science than income in its most general sense. No other 
concepts that disregard the concept of income show promise 
of a development that will permit their assemblage into an 
ordered whole. No other concept lends itself so readily to 
statistical treatment as does income. 

There is a great deal of merit in the often repeated dictum 
that “consumption is the most important branch of economics.” 
But few seem to have been aware that the failure of the older 
economists to make very notable contributions to the theory of 
consumption lay largely in these two errors: (1) that the 
theory of consumption should be the end-product rather than 
the beginning of economic analysis; and (2) that income, 
which is the subject matter of consumption, requires more 
certainly than any other concept, a quantitative rather than a 
purely qualitative analysis. 

Mitchell’s expectation that, under the newer method, 
“books will pass out of date more rapidly,” will undoubtedly be 
realized if statistical workers begin with concepts that are only 
of ephemeral interest or that are complex rather than simple. 
In the field of economics that which is most stable, that which 
survives through successive civilizations, is the group of 
primary incomes, the rendering of nutrition service, shelter 
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service, etc. The next most stable elements consist of the 
agents that render these primary services. For how long a 
period has the bulk of the world population’s food consisted of 
a few cereal crops and the products of animal husbandry from 
a few kinds of domestic animals? Beside the stability of these 
the most striking characteristic of systems of property laws, the 
constituent items of material goods that do not render direct 
immediate services, and the pecuniary organization of society 
to which economists devote so much attention is that they are 
too ephemeral to permit the founding of a lasting science upon 
even the most complete analysis of them. 

It is not, of course, to be hoped that the statistical econo- 
mists will drop all their investigations of business cycles, all 
their attempts to forecast the courses of corporate stock prices 
and of rates of interest, etc., and set to work upon the analysis 
of income. It is not even to be desired that they should do so. 
No one regrets that research is simultaneously carried on in the 
chemical behavior of the human liver, the chemistry of colloids, 
and the chemical and physical phenomena that occur when a 
simple salt is dissolved in water or in some other reagent. 
While the results of the last type of investigation are likely to 
prove of more lasting usefulness, human lives may be pro- 
longed more immediately by the results of the first. What is 
to be hoped is that some economists will choose to work at 
fundamental problems and that others who work at the prob- 
lems of the current decade will have a proper regard for what- 
ever is fundamental to all economic problems. 

Most statistical economists will work to some extent with 
data supplied by the accountants, and nearly all, if not all, will 
employ data that are affected to a marked degree by the work 
of accountants. But those who work at the problems of in- 
come can look to the accountants both for a great body of 
rapidly improving data and for a technique that, with relatively 
few and simple modifications, can be extended to many income 
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problems with which the accountant has little present pro- 
fessional concern. But this resource of both data and technique 
can never be most fruitfully exploited by a body of economists 
who cling to the prevailing organization of economic theory 
that begins with production and ends with consumption. 


APPENDIX A 


REVALUATIONS AND SERVICE UNIT COSTS: A 
COMPARISON OF THE RESULTS YIELDED 
BY SEVERAL FORMULAS 


In Chapters XIII and XIV, certain revaluation formulas 
were discussed in relation to their statistical effects when ap- 
plied to assets of different types. (See pages 260-265 for a 
discussion of these asset types.) For the convenience of the 
reader who, having the text discussion of the formulas and the 
asset types well in hand, wishes to see in concrete detail some 
of the statistical effects of the several formulas, sets of tables 
are exhibited below in this Appendix. For each type of asset 
two tables are prepared. The first of each pair of tables 
describes the asset type. That is, it shows: (1) the cost new; 
(2) the scrap value and service life estimated; and (3) the 
time-schedules of estimated operating outlays and of expected 
service yields. Together with these data are shown the succes- 
sive end-of-the-period book valuations that would be found by 
each of eight revaluation formulas. 

From the data in the first table of the pair the second table 
is prepared. This second table shows for each period the cost 
per unit of asset service that is implied by each of the eight 
formulas. The cost per unit of service for the first seven 
formulas is found as follows: To the outlay cost, (O), add 
the depreciation or deduct the appreciation, as the case may be, 
and divide this algebraic sum by the number of units of service 
rendered. In finding the cost per unit of service under formula 
8 the same procedure is followed except that interest, at 5% 
on the book value shown one period earlier is added to the 
numerator of the unit cost ratio. Formula 8 is the only one 
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employed in this Appendix in which interest on the investment 
is involved. : 
The formulas employed are the following: 


1. The (unmodified) straight line formula. (See pages 
265-273.) 

2. The sinking fund formula (interest at 5% compounding 
periodically). (See pages 273-276.) 

3. The fixed-rate-on-declining-book-value formula. (See 
pages 276-277.) 

. The sum-of-the-year-digits formula. (See pages 277-278. ) 

. The (unmodified) service unit formula. (See pages 
279-283.) 

6. The straight line formula modified to provide for “ex- 
traordinary” outlay charges. (See pages 284-288.) 

7. The unit outlay cost formula or the service unit formula 
modified to provide for all direct outlay costs. (See 
pages 290-206. ) 

8. This is formula 7 modified to include interest on the in- 
vestment at 5% compounding periodically. (See pages 


296-305.) 


wm 


The reader who makes careful comparisons will note that 
the first four formulas are entirely unresponsive to material 
differences of asset type. Each of these formulas, though 
finding a set of end-of-the-period book valuations different 
from that found by the others, finds the same set of book 
valuations for each of the nine types of assets. But when the 
unit costs of service implied by these uniform asset valuations 
are scrutinized, it will be seen at once that this uniformity is 
spurious; for the unit cost figures behave in an erratic—almost 
a chaotic—manner. 

The service unit formula (5) gives results of a different 
kind. To the extent that the asset types differ from one an- 
other in the characteristic time-distribution of services, this 
formula, unlike the first four, gives effect to this component 
in the book valuations. But, again, the unit costs, as between 
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one period and another for any given type of asset, will be seen 
to fluctuate within wide limits. This is because this formula, 
like the four preceding ones, ignores the time-distribution of 
outlays made to obtain the service. Service unit costs are uni- 
form only to the extent that “wearing-value,” or the difference 
between the initial cost item and the ultimate scrap value, is an 
element of unit cost. Impliedly the formula, like the first four, 
asserts that there is a substantive difference, with respect to the 
major problems of valuation, between the sum of money spent 
initially and the sums of money spent subsequently, to obtain 
a given set of services. 

Formula 6, the first of the modified formulas to be con- 
sidered, differs from the unmodified straight line rule only to 
the extent that it charges not only the “wearing-value’ but 
also the “extraordinary” items in uniform annual amounts. 
Superficially the formula has a good deal to recommend it as 
against the unmodified rule. But when examination is made of 
the effect of this formula on unit costs, the modification will 
be seen to be one of dubious merit. If its use is restricted to 
those asset types (B and H) in which, but for “extraordinary” 
cost items, the outlay charges subsequent to the initial item of 
cost are uniform, it produces better valuations and better unit 
costs than does the simple rule. For certain other types the 
fluctuation of unit costs from year to year is much greater 
than those produced by the commoner method. 

Formula 7 takes account not merely of the “wearing-value,” 
but also of all outlay costs and all services expected. It pro- 
duces for any type of asset a uniform total direct cost per unit 
of service. Because of this no set of end-of-period book valua- 
tions found for any type of asset is identical with that found 
for any other type. These book valuations have a common 
meaning. They assert that the used asset is valued to yield its 
residual services at a cost per unit equal to the unit cost of like 
services implicit in an economically purchased and used new 
(or substitute) asset. 
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Formula 8 differs from formula 7, as applied in the illus- 
trative tables, only to the extent that interest on the investment 
(at 5%) is charged. It does not really produce, therefore, an 
enterprise outlay cost per unit of service but rather a price per 
unit of service that, if the services were separately sold, would 
have to be realized if the outlay costs were to be returned with 
an earning of the rate employed in capitalization. But the 
phrase “as applied in the illustrative tables” was italicized ad- 
visedly, for the formula requires for its operation a definite 
estimate of the time within which the economical use of the 
asset will be completed. The inclusion of the interest charge 
requires this. Formula 7, on the other hand, does not neces- 
sarily involve the estimated time-length of service life at all. 
Errors in the estimated time-length of service that are not 
associated with errors in the aggregate outlay and/or aggre- 
gate amount of service affect neither the correctness or the 
uniformity of the unit cost figures nor the validity of the con- 
current book valuations. But this is obviously not true of 
formula 8 nor, for that matter, of any of the others given. 
The conditions assumed in the comparative calculations are 
those most favorable to the other methods. 

Formulas 7 and 8 are the only ones shown that, given 
positive cost figures and scrap value, can ever find negative 
book valuations. There are instances in which true negative 
book valuations exist, but more often the appearance of nega- 
tive valuations in the figures resulting from these two formulas 
merely shows that the asset is already ‘‘worn out.” None of 
the other formulas calls attention to such a state of affairs, nor 
will a set of accounts organized about the other formulas auto- 
matically disclose the existence of “worn out” assets. Asset 
G is deliberately described in a way to illustrate this point (see 
page 349). 

Notice is again served that the writer does not suppose 
that such a uniformity in unit costs as that shown for formulas 
7 and 8 can ever be achieved in practice. All that is intended 
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to be asserted is that, by the use of the better formulas based 
upon the estimates implied in reasonably prudent asset pur- 
chases and operation, a more significant set of book valuations 
and a less erratically fluctuating set of annual unit costs can 
be had than those now prevailing. No primary estimate for 
formula 7 needs to be made that does not equally need to be 
made no matter what formula is employed. By substituting a 
more rational and significant measure of service for the usual 
measure, viz., a year-in-use, the formula eliminates one of the 
chief sources of valuation error; for the rate-of-exploitation 
of an asset subject to wear is a function of time in operation 
not of time within which operation is completed. 

Finally, a word is needed concerning the often asserted 
automatic compensations of error in the use of certain methods. 
It is said that while a given formula may find an erroneous 
depreciation in a given service-life-year of an asset that there 
may be many assets of like kind in all the stages of service- 
life from brand new to approximate scrapping time. It is said 
that the length of life of some will be overestimated and the 
service life of others will be underestimated. It is said that 
mixed types of assets will be found in any enterprise. Granted 
that compensations of these kinds and of others do exist, their 
existence does not theoretically justify the use of crude statis- 
tical methods unless it can be shown that the whole set of 
compensations makes it a matter of indifference whether one 
method or another is used. 

Such a set of compensations is conceivable, but no study 
has ever been made on a scale big enough to prove its existence 
in fact in any industry. There are, however, the firmest of a 
priori grounds for doubting the existence of such a state of 
affairs. So long as new enterprises, or for that matter, old 
ones, build and equip in anticipation of an increased volume of 
business, so long as enterprises continue to be short-lived, so 
long as enterprises are subject to changing physical volumes of 
business and to shifts from one line of products to another, 
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just so long will there be preponderances of one type of asset or 
another. Just so long, too, will the so-called simple methods 
continue to grind out valuations and costs ‘that are invariant 
to the conditions upon which ultimate, profit and loss depend. 

While there is no balance of sound theoretical argument in 
favor of using the prevailing simple methods, there is a sound 
practical ground for exonerating the professional accountant 
for not abandoning these statistically crude rules. Until busi- 
ness men can be educated to the point of discriminating good 
and bad accounting service and to the point of being willing to 
pay for good service, the public accountant is helpless. The 
reform must begin in the account keeping before it can be 
given effect in the account auditing. Until that reform begins 
in an enterprise, the public accountant’s chief duty is to minim- 
ize the effect of errors in the methods in use. Whether or not 
public accountants are as urgent as they should be in advising 
their clients about the improvement of their valuation work is 
a matter about which the present writer has no informed 
opinion. 
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The rankings of the first six formulas, with respect to 
range of error in the unit cost figures for the nine types of asset 
may be arranged in a contingency table as folldws: 


FoRMULA NUMBER» 


Rank I 2 3 4 5 6 
I I ° 2 ° 6 2 
2 ° 4 2 2 fo) ° 
B 4 ° fo) B 2 I 
4 4 I ° ° I 3 
5 ° fe) fo) & fo) 3 
6 ° 4 5 ° ° ° 


In the table any two formulas showing the same range of 
error for an asset are given the same rank. Thus on asset E, 
formulas I, 5, and 6 give identical results without error. All 
three are given rank 1; and the next ranking formula, 2, is 
given rank 4, and so on. 


APPENDIX B 


CRITERIA OF SUPERIORITY : A METHOD OF TEST- 
ING THE RELATIVE MERITS OF TWO 
FORMULAS 


“ 


In the writings on accounting a great deal of space is de- 
voted to discussing the various modes of treating depreciation. 
The nature of depreciation is discussed at length, and certain 
of the objectives to be gained by a current statistical treatment 
of depreciation are much dwelt upon. There are endless 
descriptions of the various rules of procedure found in practice 
or projected by students of the theory of depreciation. The 
differences in numerical results in a given case that are con- 
tingent upon the formula selected are abundantly illustrated 
and commented upon. 

Relatively little space, however, is given to relating the 
numerical results of the various rules to any expressed or im- 
plied theory of business enterprise. All who write on the sub- 
ject say, for example, that the straight line rule apportions the 
expense of wearing-value, i.e., the difference between first cost 
and scrap value, in equal annual amounts over the years in 
which the asset is expected to remain in service. Very few, 
however, consider the full statistical effect of such a treatment. 
Very few show the conditions under which such a treatment 
produces numerical evidence of the most useful kind. Still 
fewer discuss the common significance of the element of ex- 
pense represented by wearing-value and of those numerous 
other items of outlay to which the purchase of an asset com- 
mits the purchaser. That is to say, few have made clear the 
point that a series of outlays, dispersed in time, constitutes the 
outlay for a given set of services. 

BS} 
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Still less attention has been given to showing the precise 
conditions under which one procedure will yield more signifi- 
cant results than those produced by another. This latter class 
of problem, in the writer’s opinion, shguld become the chief 
preoccupation of the student of accounting theory. It is not 
limited, of course, to depreciation procedure; it includes every 
element of procedure if statistically different modes of opera- 
tion present themselves for consideration. 

While no attempt is made in this book to study accounting 
procedure by the method of statistical theory, it is not foreign 
to the purpose of this study to point out the nature of this 
much larger and more important problem, and to present an 
elementary illustration of the method of study contemplated. 

If it be granted that under certain conditions (see Chapters 
XIII, XIV, and Appendix A) it is desirable that the figures 
representing cost per unit of service from a given source should 
fluctuate from year to year by a minimum, then one of the 
tests of excellence of a depreciation formula should be the 
extent to which it minimizes fluctuations in the figures for 
cost per unit of service. If, as between any two formulas, A 
and B, the conditions under which formula A does not intro- 
duce fluctuations in unit cost include (1) all cases in which 
formula B causes no fluctuation, and (2) some cases in which 
~ formula B does cause fluctuations, then formula A, under those 
conditions and with respect to this one test of excellence, is a 
better formula than formula B." 

Let this special test be made of the straight line formula and 
the service unit formula. From the straight line formula the 
total cost of the services of an asset in the ath period is 

‘Note that no general test of relative excellence of the two formulas is 
proposed in this paragraph. Not even a general statement of the conditions 
under which one formula is better than the other with respect to this one 
possible test is proposed. For this latter would require treatment of the 
cases, if any, in which both formulas introduce some fluctuations into unit 


cost figures. All that is proposed is a special trial, viz., the statement of the 
cases in which each of the formulas introduces no fluctuations at all. 
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(1a) 


That is, it consists of the sum of the depreciation charge for 
the period and the operating outlays of the period upon the 
asset for maintenance, upkeep, repair, etc. The cost per unit 
of service is 


a“ 


W+n0, 
Sea te) 


The total cost of all the services during the useful life of the 
asset is 


W + z0 (2a) 
and the cost per unit is 

W + ZO 

oon: (2b) 


(2a) and (2b) are true by definition no matter what formula 
is used. Since (2a) is a single, fixed quantity and there are u 
quantities (one for each operating period) like (1b), the 
straight line formula can avoid introducing fluctuations into 
cost per unit of service when, and only when, (1b) is a con- 
stant. That is, when 


W+n70. W+20 aa 
US he DS. he 


Since W and m are both constants and u > 1, the condition 
can be fulfilled only when either : 
(a) W = zero and O/S is a constant; or when (3a) 


(b) W # zero and O and S are both constants (3b) 


By the service unit formula (see page 279) the total cost 
of the services of an asset in the ath period is 
SaW SaW + 2SO. 


Sst Oe= DS 4a) 
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and the cost per unit of service is 


SaW + 2SO, 
SPs) 


For the reasons given under (2a)*‘and (2b) above, the 
service unit formula can avoid introducing fluctuations into 
cost per unit of service when, and only when, 


SW +2SO0, W-4+ 20 


(4b) 


| SiSwer gees (40) 
This condition is fulfilled when 
O/S 1s arconstant =k (5) 


for, upon substituting K for O/S, clearing of fractions, and 
transposing we obtain 


SUWES SNK SiS) = SIS = Seco (6) 


but it is evident by inspection that (5) will be true when either 
(3a) or (3b) is true, and that (5) can be true in indefinitely 
many cases when neither (3a) nor (3b) is true. 
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Accountancy, 
early, an art only, 8 
early literaturé of, 8-9 
economists’ study of, 330-331 
relation to economics, 4-5, 335-336 
subject matter different from that 
of economics, 310-311 
Accountants, 
academic training of, 3, 328-330 
training in law, 329-330 
training in mathematics, 257, 308, 
329 
training in statistics, 308, 329 
Accountants’ Certificates, 249-250 
Accountants’ Investigations, Scope 
of, 327-328 
Accountants’ Reports, (See also 
“Balance Sheet,’ “Balance 
Sheets,” and “Income State- 
Peete) 
difficulties of interpretation, 24-46, 
59-88, 311-314 
not prepared for economists, 322- 
324 
Accounting, 
academic status of, 3, 328-330 
chief subject matter of, 314-316 
early teaching of, 3 
improving technique of, 328 
rising public interest in, 327 
terminology of, 8, 9-10, 313-314 
Accounting Data, 
in working papers, 142 
prospective betterments of, 324-330 
Accounting Practice, 
changing character of, 5 
more nearly uniform than account- 
ing theory, 45-46 
uniformities in, 5, 45-46 
Accounting Theory, 
chief problem of, 353-354 
Accounts, Fund, 25-27 
Accounts Receivable, Valuation of, 
210-211 
American Institute of Accountants, 
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American Society of Civil Engineers, 


Special Committee on Valua- 
tion, 293 


Appreciation of Assets, 76-77 
Assets, 


accountants’ definitions of, 12-14 

acquired by stock issue, 248-249 

acquired in exchange for treasury 
stock, 248-249 

an economic concept, 19-20 

and sources of service, 15-16 
illustrated, 16-17 

appreciation of, 76-77 

attributes of, 14-23 

book value of, in excess profit 
earning concerns, 236-237, 241- 


book value of, in losing concerns, 
236-237, 239-241 

book values of, produced by certain 
formulas, 343-352 

convertible into money, 20-21 

cost of revaluing, 272-273 

defined, 22 

definition of, and working capital, 
67-68 

definitions of, in writings, 12-13 

enterprise, 22-23 

illustrative scheme of, 343-352 

in relation to holder, 44-45 

interpretation of, 24-46 

legal title in, 14 

may have negative value, 256-257 

meaning of, 12-23 

not necessarily available to credi- 
tors, 21-22, 51-53 

personal, 22-23 

range of types, illustrated, 261-265 

redressible rights in, 17-18 

selection of, 290-292 

summation of, 45 

term excludes expectancies, 17-18, 
20 

term excludes goodwill, 42-44 

term excludes valuation accounts, 
27-46 

under executory contracts, 18-19 
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Assets— (Continued) 
value of, identical with value of 
gross proprietorship, 48-50 


Bad Debt Reserves, 28, 65, 211 
Balance Sheet, 
and financial position, 178-182, 191- 


194 
“ideal,” 194 
interpretation of, 24-46, 59-88 
limitations of, 194 
Balance Sheets, 
comparative, 193-194 
Federal Reserve Board form, 87 | 
form of, often imposed by credi- 
tors, 86-88 
general purpose, 86-87 
limitations of, 88 
special purpose, 86-87 
limitations of, 88 
Bell, W. H., 59-60, 137 
Blichfeldt, H. F., 173 
Bonds, 
discount on, 29, 36-37 
gross income from, I12-113 
Book Value, 
as found by different formulas, 
illustrated, 337-352 
of assets, and rate of return, 258- 
259 ; 
of assets in excess profit earning 
concerns, 236-237, 241-242 
of assets in losing concerns, 236- 
237, 230-241 
of shares of stock, 84-86 
of stock issues, 84-86 
Business Ethics, 326-327 


Capital Stock, 
defined, 71-72 
definitions of, 70-71 
discount on, 75-76 


distinguished from shares in a 


corporation’s proprietorship, 7S 


note 
itemization of, 74-75 
measure of, 72-73 
preferred, 
cumulative, 85-86 
dividend arrearages on, 85-86 
participating and non-participat- 
ing, 85-86 
premiums on, 75-76 
shares with par value, 72-73 
shares without par value, 73 
sometimes called stated capital, 73 
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Capital Stock—( Continued) 
subscribers’ liabilities on, 74, 248- 
250 
without par value, 73 
Capital Surplus, 77 
Capital Value, 
deficienties of theory, 231-233 
economists’ theory of, 229-231 
meaning of, 230-231 
of an enterprise, 187-189, 306-309 
and going concern value, 189-191 
and value of assets, 241-242 
not reliably determinable, 246- 
247 
of assets, 258-259 
vs. bender investor valuation, 229- 
23 
Certificates, 249-250 
Cole, W.-M., 32 
Comparative Balance Sheets, 193-194 
Contingencies, 
indefinite meaning of, 81-84 
reserves for, 81-84 
Contracts, 
executory, 18-19 
sinking fund, 79-80 
sinking fund reserve, 79-80 
Cost, 
and original valuation, 248-250 
and valuation, 186 
and value, 186 
fallacy of minimum, 293 
meaning of, in inventory valuation, 


215-217 

minimum, vs. maximum profits, 
203 

most economical, vs. minimum cost, 
203 


of a unit of product, 270-272 
of a unit of service, 267-272, 337- 
352, 353-356 
proper role of, in inventory valua- 
tions, 219-220 
role of, in valuation of fixed assets, 
253-254 
Cost Less Depreciation, 
not a rule of valuation, 254-255 
Cost of Replacement, 
and damages, 255 
and going-concern value, 255 
and valuation, 243-246, 254-255 
of capital goods, 243-246 
of stocks of services, 243-246 
“Cost or Market,” 
meaning of, 215-217 


INDEX 


Creditors, 
influence on 
sheets, 86-88 
Criteria of Superiority, 
method of testing merits of 


formulas, 343-352, 353-356 
Cyclopedia of Corporations, 70 note 


form of balance 


Damages, 
and cost of replacement, 255 
Deductions, 
distinguished” from dispositions, 
132-133 
from gross income, 127-136 
attributes of, 127-128 
not homogeneous with gross in- 
come, 133-135 
usually adverse to proprietary in- 
terest, 127-128, 131-132 
Deferred Charges, 32-38, 311-312 
note 
Deficit, 
from discount on stock, 75-76 
initial, 75-76 
meaning of, 75 
valuation of a, 84 
Depletion Fund Reserves, 66 
Depletion Funds, 
varieties of, 26-27 
Depreciation, (See also “Indirect 
Valuation” and “Valuation”) 
of valuation account balances, 66- 


Depreciation Expense, 
independent of depreciation funds, 
274-275 
Depreciation Formulas (See “Valu- 
ation Formulas’’) 
Depreciation Funds, 
independent of depreciation ex- 
pense, 274-275 
varieties of, 27 
Depreciation Reserves, 28, 65, 66 
Differential Valuations, 238-239 
Direct Valuation, 
advantages of, 200 
erratic procedure in, 212-214 
limits of, 209-210 
necessary conditions to, 206-208 
not always possible, 183-185 
of balance sheet items, 182-183 
preferable if reliable, 184-185 
proper role of, in inventory valua- 
tion, 219-220 
Discount, 
on bonds, 29, 36-37 
on stock issues, 75-76 
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Disposition of Net Income, 132-133 
Distribution, 
theory of, 318-319 
Distribution of Enterprise Funds, 
181, 194 
Dividends, 
arrearages of, 84-86 
contractual restrictions upon de- 
claration of, 78-81 
Double Counting, 
avoidance of, 128-130 


Earnings, 109-116 

Economics, 
inductive, 6-7, 332-336 
originally a deductive philosophy, 6 
relation to accountancy, 4-5, 310- 


336 
shift of method in, 332-336 
subject matter different from ac- 
countancy, 310-311 
terminology of, 8 
Economic Theory, 
inverted order of, 334-335 
Economists, 
must make their own 
tions,” 322-324 
Enterprise, 
capital value of, 187-189 
defined, 234 
erroneously personified, 55 
increasing stability of, 325-326 
nature of, 234 
valuations in a losing concern, 239- 
241 
valuations in an excess profit earn- 
ing concern, 241-242 
Enterprise Funds, 
distribution of, 181, 194 
sources of, 181 
Enterprise Services, 
how selected, 235-236 
valuation of, 235 
when essential to an enterprise, 
187-188 
Equation of Accounts, 
an expression of an identity, 48-40 
nature of, II-12, 47-40 
Error, 
degree of, effect on valuations, 200 
Ethics, 
accountants’ code of, 249-250 
business, 326-327 
Executory Contracts, 
assets arising under, 18-19 
liabilities under, 56-57 


“transla- 
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Expectancies, 
not assets, 17-18 
valuation of, 20 


Federal Reserve Board, 
form of balance sheet, 87 
Federal Trade Commission, 326 
Finance, 
subject matter of, 180-181 
Financial Items, 
valuation of, 210-214 
Financial Position, 
and the balance sheet, 178-182, 19I- 
194 
and the comparative balance sheet, 
193-194 ae 
betterments in determining, I9I- 
193 
defined, 191 
four possible meanings, 181-182 
ideal meaning of, 191 
in successive balance sheets, 
194 
nature of, 178-194 
not disclosed in income statement, 
140-142 
vagueness of concept, 178-180 
Finney, H. A., 66 
Hishys}e Coula0 30s 
Fisher, Irving, 14, 90, 99, 135, 204- 
'205, 207, 229, 333 
contributions to theory of income, 


193- 


144-145 | : 
theory of income appraised, 172- 
178 


theory of income contrasted with 
accountants’, 158-172 

Bee income summarized, 144- 

15 
cancellation of couples, 
capital, defined, 146-147 
caution factor, 157-158 
disservices, defined, 148 
distribution of income, 147-148 
income defined, 146 
interactions defined, 148-149 
measures of income, 154-157 
method of couples, 149-150 
probability, 156 
property defined, 146 
social income, I5I-153 
wealth defined, 146-147 
Fixed Assets, 
valuation of, 248-309 
Formulas for Depreciation 

“Valuation Formulas” ) 


IS1-154 


(See 


INDEX 


Formulas for Valuation (See “Valu- 
ation Formulas”) 
Fund Accounts, 25-27 
Funds, 
depletion, 26-27 
depreciation, 27 
enterprise, 
distribution of, 181, 194 
sources of, 181 
monied, defined, 111 


Gillette, H. P., 293, 305 
Going-Concern Value, 
and capital value of enterprise, 189- 
IQI 
and cost of replacement, 255 
paradox of, 189-191 
Goodwill, 
analysis of, 40-42 
a valuation account, 42-44 
definitions of, 38-40 
exhibit of, 43 
may be positive or negative, 
189 
meaning of, 188 note 
not an asset, 42-44 
valuation of, 306-307 
Gross Financial Income, 
121-123 
and earnings, I09-116 
compared with gross operating in- 
come, 116-118 
defined, 109 
determined by contract, 109-III 
from bonds, 112-113 
from corporate shares, 114-116 
physical analogue of, 121-123 
principal classes of, 112-116 
Gross Income, 89-124 (See also 
“Gross Financial Income,” 
“Gross Operating Income,” and 
“Ultimate Total Income’’) 
alternative terms for, 92-93 
and fruition of operations, 109 
and inventory valuation, 105-108 
and subsequent cash receipts, 106- 
107 
conservatism, timeliness and _ reli- 
ability of measures of, 104-108 
criteria of, IOI-104 
distinguished from assets, 101-102 
does not include all cash receipts, 
109 
“most probable” estimate of, 105 
not homogeneous with deductions, 
133-135 
of a period, 99-118 


188- 


100-118, 
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Gross Income—( Continued) 
of a period, defined, 100 
taken up when “realized,” 134 
under sales commitments, 107-108 
Gross Income of a Period, 
deductions from, to find net’ in- 
come, 127-136 
Gross Operating Income, 
a final conversion, IOI 
a fruition of operations, IOI 
compared with gross financial in- 
come, 116-118 
of a period, defined, 101 
physical analogue of, 118-121 
Gross Proprietorship, 
nature of, 47-48 
value of, identical with value of 
assets, 48-50 


Handley v. Stutz, 76 

Hatfield, H. R., 32, 51 

Holding Company Earnings, 114-116 

Hotelling, H., 265, 273, 293, 2908, 304 

Hypotheses of Indirect Valuation, 
187-188 


Ideal Income, 
different from economists’ concepts, 
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Income— (Continued) 
final objective, accountants’ meas- 
ure of, 163-168 
Fisher’s theory and accountants’ 
theory appraised, 172-178 
Fisher’s theory of, compared with 
accountants’, 158-172 
Fisher’s theory of, summarized, 
144-158 
re of concept, 90, 175, 334- 
oo 
measurement of, 143-178 
never consists of money, 95 
not traceable through successive 
Operations, I7I 
of a specified period, 94, 97-99 
position in economic theory, 174- 
176, 334-336 
problems of the accountant, 91-92 
problems of the economist, 91-92 
meer lags behind practice, 160- 
161 ‘ 
theory of, contributions to, by 
Irving Fisher, 144-145 
Income of a Specified Period, 
contrasted with ultimate income, 
97-99 
Income Statement, 


135-136 

not always determinable, 135-136 

Income, (See also “Gross Income,” 
“Net Income,” “Ultimate Net 
Income,” and “Ultimate Total 
Income”) 

accountants’ concept special and 
incomplete, 159-160 

accountants’ measure of, a com- 
posite index, 168-170 

accountants’ mode of analyzing, 
160-161 

accountants’ theory and Fisher’s 
theory appraised, 172-178 

accountants’ theory of, compared 
with Fisher’s, 158-172 

chief subject matter of accounting, 
314-316 

concept fundamental to other eco- 
nomic ideas, 175-176 

deficiencies of accountants’ consid- 
eration of, 93 

distribution of, 91-92 

economists’ concepts, 143-144 

elementary nature of concept, 174- 

170 

elements of, do not preserve their 
identity, 170-171 


an expository exhibit, 137 

bases of classification in, 138-140 

classification and content, 136-142 

data in, 140-142 

defects of, from economists’ point 
of view, 140-142 

diversity of forms, 138-140 

does not disclose financial position, 
140-142 

limitations of, 138-142 

not a means of determining net in- 
come, 136-138 


Indirect Valuation, 


and opportunity differences, 238- 
239 

certain postulates of, 290-292 

deficiencies in procedure, 246-247 

hypotheses of, 187-188 

of balance sheet items, 183-184 

theory of, 220-247 


Insurance Prepaid, 


not an asset, 37-38 


Intangibles, 38-44 


not assets, 40 


Interest, 


prepaid, a misnomer, 32-35 
rate of, and rate of depreciation, 
274 
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Interest on Investment, 
and book values, 297-208 
limitations upon charging, 297-2908 
theoretical propriety of, 296-208 
Interest Receivable Accrued, 211-212 
Intra-firm Debts, 61, 63 
Inventories, 
choice of rule in valuing, 218 
going-concern value of, 218-219 
multiple valuations of, 223-227 
proper roles of direct valuation, of 
cost and of market, 219-220 
spurious conservatism in valuing, 
B25 
valuation at selling price minus, 
220-223, 225-226 
valuation of, 214-227 
Inventory Losses, Reserves for, 65- 
66 
Investigations, 327-328 
Investments, Valuation of, 212 


Jackson, J. H., 66, 137 


Kester, R. B., 21-22 
Kleinwachter, F., 144 


Law, 
accountants’ training in, 329-330 
Liabilities, 
and working capital, 67-68 
claims against the proprietor, 53 
concept of, changing, 57 
defined, 55-56 
interpretation of, 59-88 
nature of, 47-63 
not always claims against assets, 
ee 
not interchangeable with “debts,” 
63 
reclassification of, 68 
under executory contracts, 56-57 
under purchase commitments, 57 
under sales commitments, 57 
Liabilities and Net Proprietorship, 
distinctions between, 59-64 
interpretation of, 59-88 
priority of claims not conclusive, 
63-64 
Losses, 
taken up as soon as foreseen, 134- 


135 


McKinsey, J. O., 66 
Machine Design, 282, 308 
Major Repairs, 262, 284-287 
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Market, 
meaning of, in inventory valuation, 
217 
proper role of, in inventory valua- 
tion, 219-220 
Marshall, Alfred, 332 
Mathengatics, 
in valuation, 308 
training of accountants in, 257, 308, 
320 
Measurement, 
theory of, in valuation, 279-281 
Methods of Valuation, 
incompletely discussed in the liter- 
ature, 202-205 
Minimum Cost, 
fallacy of, 203 
Mitchell, W. C., 332-333, 334 
Montgomery, R. H., 57, 60-61, 66, 
87, 214 
Net Income, (See also “Ultimate 
Net Income’) 
and reconcilement of surplus, 132- 
133 
a quantity only, 126-127, 133-135 
betterments of measuring, 135-136 
defined, 127 
determination of, 127-140 
dispositions of, distinguished from 
deductions, 132-133 
found in working papers, 136-138 
has no qualitative nature, 126-127, 
US Fetal s) 
meaning of, 125-142 
not determined by income state- 
ment, 136-138 
other terms for, 93, 125 
Net Profits (See “Net Income’’) 
Net Proprietorship, 
bases of analysis, 60-70 
defined, 56 
difficulties of analysis, 68-69 
figure for, not precisely significant, 
58 
interpretation of, 59-88 
itemization of, the result of analy- 
sis, 64-65 
nature of, 47-63 
of a corporation, 68-88 
other terms for, 53-55 
term has no substantive meaning, 
58 
Notes Receivable, 
valuation of, 211-212 
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Obsolescence, 
not a surprise factor, 265 
reserves for, 65 
Opportunity Differences, 
and fixed tangible assets, 241 , 
and indirect valuation, 238-239 
nature of, 237-2390 
Organization Expense, 28, 30-32 
Original Valuations, 
and cost, 248-250 
and good faith,of purchaser, 248- 
250 


Palmer, L. E., 137 

Paradox of Going-Concern Value, 
189-101 

Paton, W. A., 32, 39-40, 102 

Plehn, Carl, 145 

Postulates, 

certain, underlying valuation, 290- 
292 

Powelson, J. A., 59-60 

Prepaid Expense, 32-38, 311-312 note 

Prepaid Insurance, 

not an asset, 37-38 

Prepaid Taxes, 

not an asset, 37-38 
Production, 

theory of, 316-317 
Professional Ethics, 

and valuation, 249-250 

Profit and Loss Statement (See “In- 
come Statement’) 

Profits (See “Income’’) 

Profits, Rate of (See “Rate of Re- 
turn’) 

Proprietorship, (See also “Gross 
Proprietorship” and “Net Pro- 
prietorship” ) 

defined, 55 
Proprietorship and Liabilities, 
distinction between, 50-53 
not homogeneous, 50-53 
other terms for, 
Cole’s “ownership claims,” 51-53 
Paton’s “equities,” 51-53 
Provision for Taxes, 66 
Public Accountants, 
training of, 328-330 


Rate of Depreciation, 

and rate of interest, 274 
Rate of Interest, 

and rate of depreciation, 274 
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Rate of Profits (See “Rate of Re- 
turn”) 
Rate of Return, 
and book value of assets, 258-259 
and modified service unit formulas, 
291, 301-303 
Realized Income, 155 
Realized Money Income, 99 
Replacement Funds, 
varieties of, 27 
Replacement Reserves, 66 
Reserves, 
bad debts, 28, 65, 211 
confusion of meanings of, 65-67 
contingency, 81-84 
diverse meanings of, 82-83 
depletion funds, 66 
depreciation, 28, 65, 66 
inventory losses, 65-66 
obsolescence, 65 
replacement, 66, 80-81 
sinking fund, 66, 79-80 
taxes, 66 
Revaluation (See “Valuation’’) 
Revaluation Technique, (See also 
“Valuation” ) 
adjusted measures, 284-309 
simple measures, 248-283 
WRebalienin, WW, Bop TR. <eay 
Robbins, C. B., 73 


Sales Commitments, 
and income, 107, 108 
Scovell) (Gs H.,272 
Scrap Value, 
defined, 255-257 
may be greater than initial, 256- 
257 
Service Unit, 
meaning of, 280-281 
Service Unit Costs, (See also under 
“Valuation Formulas” ) 
and valuation, illustrated, 337-352 
produced by certain formulas, 343- 
352 
systematically compared, 353-356 
Services, 
as income, 14 
constitute essence of assets, 188 
essential to an enterprise, 187-188 
measurement of, 280-281 
“natural,” 208 
Shares of Stock, 
book value of, 84-86 
not a portion of a corporation’s 
“capital stock,” 75 note 
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Short-term Debts, 
valuation of, 212 
Sinking Fund Reserves, 66 
Sinking Funds, 
contracts underlying, 79-80 
not always assets of debtor, 25-27 
relation to sinking fund reserves, 
79-80 
varieties of, 25-27 
Social Income, 92 
Specific Productivity, 
not measurable, 170-172, 185-186 
Speculative buying, 233 
Sprague. Cake 225 50 
Standard Cost, 
a misnomer, 271 
Standard Income, 99 note 
Stated Capital, 
interchangeable with capital stock, 


73 
Statistical Populations, 
classes of, 200-202 
nature of, 199 
samples from, 201-202 
when to classify, 200-201 
when to employ samples of, 20I- 
202 
Statistical Theory, 
in accounts, 319-322 
Statistics, 
accountants’ training in, 308, 329 
in valuation, 308 
Stevenson, R. A., 32 
Stock Issues, 
book value of, 84-86 
in exchange for assets, 248-249 
unlimited variety of, 69 
Structural Design, 308 
Subordinated Debts, 60-63 
Subscribers’ Liabilities, 
only incidentally related to amount 
of capital stock, 74 
Substitutes, 
availability of, 253-254 
Surplus, 75-86 
appropriated, 77 
capital, 77 
contractual limitations upon divi- 
dends from, 78-81 
from appreciation, 76-77 
meaning of, 75 
paid-in, 75-76 
reservations of, 78-84 
Suspense Accounts, 
purpose of, 29-30 
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Taxes Prepaid, 
not an asset, 37-38 
Taxes, Reserves for, 66 
Taylor, J. S., 292-293, 298, 304, 305 
Technological Services, 208 
Theory of Measurement, 
in valuation, 290-292 
Terminology, 
confusion of, 9-10 
obstacle to understanding, 313-314 
of accounting, need for interpreta- 
tion, 9-10 
of early accounting, 9 
of economics, 8 


Ultimate Net Income, 
defined, 126-127 
in an enterprise, 127 
to a proprietor, 127 
Ultimate Total Income, 
a matter of observed fact, 95-99 
contrasted with annual income, 97- 


99 
defined, 95 
illustrated, 96-97 
in an enterprise, 98-99 
to a proprietor, 98-99 
Unit Cost, (See also under “Valua- 
tion Formulas” ) 
and valuation, 259-260 
of product, 270-272 
of service, 267-272 
Unit of Measure, 199, 280-281 
Utility, 
accountant not concerned with ele- 
ments of, 108 
elementary classes of, 108 


Valuation (See also “Valuations” 
and “Value’’) 
a branch of the theory of measure- 
ment, 1098 
accountants’ hypotheses of, 187- 
189 


accountant’s problem of, 195-205 

accountant values service, not 
agent, 235 

adjusted measures, 284-309 

a function of what profession, 307- 
309 

and alternative source of service, 
252-253 

and cost, 186 

and cost of replacement, 243-246, 
254-255 

and future outlay costs, 252 

and machine design, 282, 308 
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Valuation— (Continued) 

and operating policy, 307, 308 

and service still available, 251 

and service unit costs, illustrated, 
337-352 

and structural design, 308 

and theory of measurement, 198- 
205 

and time-distribution of future out- 
lays, 252 

and time-distribution of services, 
251-252 

and unit costs, 259-260 

and value, 186, 197-199 

certain hypotheses of, 187-188 

cost of, 272-273 

differential, 238-239 

effect of errors in, 259-260 

errors in original, 248-250 

interdependence of variables affect- 
ing, 257-250, 272-273 

mathematics of, 308 

of an asset may be negative, 256- 
257 

of assets of excess-profit earning 
concerns, 236-237, 241-242 

of assets of losing concerns, 236- 
237, 230-241 

of financial items, 210-214 

of fixed tangible assets, 241 
role of cost in, 253-254 

of objects vs. valuation of services, 
187 

of services, 187 

of services, not derivable from cost, 
233 

original, and cost, 248-250 

original, and good faith of pur- 
chaser, 248-250 

postulates underlying, 290-292 

simple measures, 248-283 

theory of, 317-318 
and theory of measurement, 198- 

205 

theory of measurement in, 279-281 

theory of, vs. theory of value, 197- 
199 

variables affecting, 250-260 

vs. value, 317-318 


Valuation Accounts, 


and net proprietorship, 31-32 

depreciation of, 66-67 

how exhibited in balance sheets, 
28-29 

nature of, 27-46 

not assets, 29-46 


Valuation Accounts— (Continued) 


purposes of, 27-31 
varieties of, 28-43 


Valuation Formulas, 


effect of erratic, 260 
equal profit ratios, 305-306 
fixed percentage on declining bal- 
ance, 276-277 
calculation of, 276 
deficiencies of, 276-277 
emphasis given to scrap value, 
276 
general forms, 276 
when appropriate, 277 
illustrative comparison of results, 
337-352 
modified fixed percentage and sum- 
of-the-year-digits rules, 289-290 
modified service unit, interest in- 
cluded, 296-305 
and rate of return, 291, 301-303 
compared with form neglecting 
interest, 303-305 
effect of error in estimates, 30I- 
302, 303-305 
excessive claims for method, 208- 
209 
general torms, 300 
in corporate consolidations, 299- 
300 
in public utility rate determina- 
tions, 299-300 
limitations on use, 299, 301, 303- 
en), 
limitations upon charging inter- 
est, 297-208 
properties of formula, 301-303 
when appropriate, 299-300 
modified service unit, neglecting 
interest, 290-300 
and book values, 294-295 
and cost accounts, 204-295 
and length of service life, 201, 
204 
and minimum cost of service, 
203-204 
and most economical cost of 
service, 203-294. 
and rate of return, 201 
compared with other formulas, 
295-206 
effect of errors in estimates, 205- 
206 
general forms, 202 
merits of formula, 294-295 
postulates underlying, 290-292 
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Valuation Formulas—( Continued) Valuation Formulas— (Continued) 


postuiates underlying—(Con.) 
theory of measurement in, 290- 
292 
modified sinking fund, 280 
modified straight line, 284-288 
and cost of unit of service, 287- 
288 
and extraordinary outlays, 285- 
287 
deficiencies of, 287, 288 
general forms, 285 
possible further modifications, 
287 
when appropriate, 286-288 
relative merits illustrated, 337-352 
service unit, 279-283 
and cost of unit of service, 270, 
283, 354, 356 
and length of service life, 282- 
283 
compared with straight line, 281- 
282, 353-356 
effect of errors in estimates, 281- 
283 
general forms, 279-280 
general theory of, 279-281 
meaning of unit of service, 280- 
281 
primary estimates for, 281-283 
special merits of, 281-283 
when appropriate, 281-283 
sinking fund, 273-276 
and cost of a unit of service, 275- 
276 
and interest on investment, 275 
compared with straight line, 275- 
276 
deficiencies of, 275-276 
depreciation expense and depre- 
ciation funds, 274-275 
general forms, 273 
rate of depreciation and rate of 
interest, 274 
when appropriate, 275-276 
straight line, 265-273 
and book values, 267 
and burden distribution, 271-272 
and cost of a unit of service, 267- 
268, 270-272, 354-355 
and operating policy, 271-272 
and unit product cost, 270-272 
compared with service unit, 281- 
282, 353-356 
compared with sinking fund, 275- 
276 


straight line— (Continued) 
effect of error in estimates, 268- 
272 ‘ 
general forms, 265 
primary estimates for, 265-266 
simplieity of, 272-273 
spurious book valuations, 271- 
272 
when appropriate, 268 
sum-of-the-year-digits, 277-279 
deficiencies of, 277-278, 279 
general forms, 277 
when appropriate, 278-279 
unit cost, 305 
variants of, 284 
Valuation Methods, 
“best” measure vs. many measures, 
203-204 
criteria of superiority, 202-203 
Valuation of Assets (See “Valua- 
tion Formulas,” “Valuation of 
Inventories,” etc.) 

Valuation of Inventories, 214-227 
and going-concern value, 218-219 
at cost or market, 215-217 
at selling price minus, 220-223 
choice of rule, 218 
cost or market rule, 215-217 
diversity of rules, 214 
meaning of cost, 215-217 
meaning of “cost or market,” 215- 

217 
meaning of market, 217 
multiple valuations, 223-227 
proper roles of direct valuation, of 
cost and of market, 219-220 
spurious conservatism of cost or 
market rule, 225 
Valuation Procedure, 206-228 
Valuation Technique (See also “Val- 
uation Formulas’) 
adjusted measures, 284-300 
simple measures, 248-283 

Valuation Theory, 

in modified service unit formula, 
290-202 

Valuations, 
and character of data, 196-107 
and character of engagement, I06 
degree of error in, 200 
differential, 238-239 
restraints upon accountants in, 195- 

197 


INDEX 


Value, 

accountants profess no theory of, 
198-199 

and cost, 186 

theory of, 317-318 

theory of, vs. theory of valuation, 
197-199 

vs. valuation, 317-318 
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Working Capital, 

and definition of assets, 67-68 
Working Capital Ratios, 67-68 
Working Papers, 137, 142 

as sources of economic data, 
142 


Yang, J. M., 39-40 
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